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Basis of Property After Erroneous ‘Treat- 


ment of a Prior Transaction 
S. FRANKLIN BURFORD 


A} an today’s revenue laws taxpayers are constantly faced with 
many problems the solutions to which are determined by the basis * 
of property which they acquire, sell, and possess. Such problems 
are complicated by the fact that authoritative determination ? of 
basis often comes many years after the facts giving rise to or affect- 
ing basis have occurred. More often than not such determination 
occurs long after the period of limitations pertaining to the taxable 
year in question has expired. In the past, this situation has re- 
sulted, on the one hand, in income which, because of the expiration 
of the period of limitations, escaped tax * and, on the other, in a 
deprivation of otherwise legitimate deductions which could, except 
for the statute of limitations, have been availed of to reduce tax 
liability.* 

To state an example will suffice to make the point. A group of 
taxpayers in the formation of a corporation contribute property, 
whose value has appreciated greatly subsequent to acquisition, to 
a corporation in exchange for stock and treat the transaction as 
one on which neither gain nor loss is recognized.® Such treatment is 
either ignored or acquiesced in by the Commissioner. Many years 
later, after the statute of limitations has run out, they sell the stock 
and successfully assert that gain should have been recognized at 
the time of incorporation and therefore the basis of the stock sold 
is its fair market value as of the date received.® As the statute of 
limitations prevents the Commissioner from asserting a deficiency 
for the year of acquisition and the increased basis reduces any 


8S. FRANKLIN BurrorD (B.S. 1950, Indiana University; LL.B. 1952, West Virginia 
University College of Law; and LL.M. in Taxation, 1956, New York University School 
of Law) is an associate of Davis Polk Wardwell Sunderland and Kiendl, New York City. 

1 I.R.C. § 1011 (1954). 

2 The word ‘‘determination’’ as used herein has the meaning given in I.R.C. § 1313(a) 
(1954). 

3 American Light & Traction Co., 42 B.T.A. 1121 (1940), aff’d, 125 F.2d 365 (7th Cir. 
1942) ; Estate of Isadore L. Myers, 1 T.C. 100 (1942); Bennet v. Helvering, 137 F.2d 
537 (2d Cir. 1943). 

4 Bigelow v. Bowers, 68 F.2d 839 (2d Cir. 1934). 

5 I.R.C. § 351 (1954). 

6 I.R.C. § 1012 (1954). 
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realized gain on the sale of the stock, each taxpayer receives in- 
come which was never taxed. The contrary result is manifest if it 
is assumed in the above example that the property contributed to 
the corporation depreciated in value subsequent to acquisition and 
prior to contribution. A deduction that could have been availed of 
is lost. 

Situations similar to the above are many. Deductible current ex- 
penses are capitalized by the taxpayer. Prior to the exhaustion of 
that capital account through depreciation or obsolescence deduc- 
tions, a determination is made that the item should not have been 
capitalized.’ If on the date of the determination the year in which 
the expenses were incurred is closed, the taxpayer is unable to de- 
duct such expenses for tax purposes. 

The taxpayer deducts amounts expended for repairs to a build- 
ing in the year made. After the statute of limitations expires, the 
taxpayer sells the building and successfully maintains that the ex- 
penses should have been capitalized. The basis of the property is 
thereby increased *® and any gain realized on the sale decreased. 
Assessment of a deficiency for the year in which the erroneous de- 
duction was taken is precluded by the statute of limitations. 

The taxpayer purchases an asset, and because of its nature it is 
decided that no deductions for the depreciation of such asset are 
allowable for the years following acquisition. Years later the asset 
is sold, and the Commissioner successfully maintains that the asset 
was depreciable and therefore the basis of the asset should be re- 
duced by the amount of depreciation that was allowable in the 
years subsequent to acquisition.® Any gain realized on the sale is 
consequently increased. Thus the taxpayer, because of the statute 
of limitations, is barred from availing himself of the allowable 
depreciation deductions. 

In all the preceding examples given, correct application of sub- 
stantive tax rules is prevented by the statute of limitations. How- 
ever, the party (either the Commissioner or the taxpayer) benefit- 
ing from the statute of limitations received an additional tax 
advantage because the same substantive rule affected or determined 
the basis of property. Congress, to lessen the harsh result of such 
rules, has in certain cases mitigated the effect of the statute of lim- 
itations and other rules of law that close taxable years. This was 
accomplished by the enactment of sections 1311 through 1315 of the 


7 LR.C. § 1016(a) (1) (1954). 
8 Ibid. 
9 LR.C. § 1016(a) (2) (1954). 
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1954 Code.’® These provisions grant relief to both taxpayers and 
the Commissioner from the inequitable results accruing to one 
party when the other adopts a tax position inconsistent with his 
previous stand and a rule of law closing a taxable year precludes 
correction of tax results flowing from such inconsistency. 

The basic device of sections 1311 through 1315 is to permit the 
aggrieved party to open a closed taxable year when the other party 
has obtained an unconscionable tax advantage by taking inconsist- 
ent positions. The purpose of this paper is to determine, if possible, 
the extent of application of the device as it relates to basis prob- 
lems and to point up the changes made in this area by the 1954 
Code. Section 1312 lists six different types of circumstance under 
which the relief provided for is authorized." However, the first five 
will be considered only to the extent that they reflect on the basis 
problem, the sixth. 

These sections provide relief if a determination ” fixes the basis 
of property, and in respect of a transaction on which such basis de- 
pends or which was erroneously treated as affecting such basis,” 
there was an erroneous inclusion or omission from gross income,“ 
an erroneous recognition or non-recognition of gain or loss,”* an 
erroneous deduction of an item properly chargeable to a capital 
account or an erroneous charge to a capital account of an item 
properly deductible.** The erroneously treated transaction must 
have occurred with respect to the taxpayer involved in the deter- 
mination, with respect to a taxpayer who acquired title in such 
transaction and from whom the taxpayer involved in the determina- 
tion derived title in such a way that he has a basis ascertained by 
reference to the basis of the property in the hands of the taxpayer 
involved in the erroneous transaction,” or with respect to a tax- 
payer who had title at the time of the erroneous transaction and 


10 These provisions, without the substantial changes incorporated by the 1954 Code, 
were originally section 820 of the Revenue Act of 1938, 52 Strat. 581, and became section 
3801 of the 1939 Code. 

11 These are (1) double inclusion of an item of gross income; (2) double allowance of 
a deduction or credit; (3) double exclusion of an item of gross income; (4) double dis- 
allowance of a deduction or credit; (5) corrective deductions and inclusions for trusts or 
estates and legatees, beneficiaries, or heirs; and (6) basis of property after erroneous 
treatment of a prior transaction. 

12 L.R.C. §§ 1311(a) and 1313(a) (1954). 

18 I.R.C. § 1812(6) (A) (1954). 

14 I.R.C. § 1312(6) (C) (i) (1954). 

15 I.R.C, § 1312(6) (C) (ii) (1954). 

16 I.R.C. § 1312(6) (C) (iii) (1954). 

17 LLR.C, § 1312(6) (B) (i) (1954). 

18 I.R.C. § 1312(6) (B) (ii) (1954). 
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from whom the taxpayer involved in the determination derived title 
by gift.’ It is necessary that correction of the error be prevented 
by a law or rule of law other than these sections and section 7122 
(relating to compromises).”” Moreover, the party against whom 
these relief sections are invoked (or person who derived title from 
such party in the two situations mentioned above) must have main- 
tained a position which was adopted in the determination and which 
is inconsistent with the erroneous inclusion, omission, recognition, 
non-recognition, deduction from or charge to capital account.”* 

The relief provided under the above circumstances is accom- 
plished by increasing or decreasing the tax for the year in which 
the error occurred by the amount resulting solely from the proper 
treatment of the item which was the subject of the error.” If such 
correction results in a decrease in tax liability, a refund or credit 
is allowed, or if an increase results, a deficiency is assessed, in the 
same manner as if on the date of the determination one year re- 
mained before the expiration of the period of limitations for such 
year.** The amount to be assessed or refunded or credited is not to 
be diminished by any credit or set-off based on any item other than 
the one which was the subject of error.** 


Statutory Construction or Sections 1311 Turovesr 1315 


In dealing with these provisions since their first passage in 1938, 
Congress has indicated that they are relief provisions designed to 
take the profit out of inconsistency so that both the Commissioner 
and taxpayers will refrain from using the tax laws to obtain in- 
equitable tax advantages.” It is further suggested that the purpose 
of these provisions is to provide corrective adjustments so that in- 
come and deductions may be attributed to the correct year and tax- 
payer.”* As the opening of closed taxable years, in a sense, is puni- 
tive and can be accomplished under these provisions only to the 


19 I.R.C. § 1312(6) (B) (iii) (1954). 

20 T.R.C. § 1311(a) (1954). 

21 I.R.C. § 1311(b) (1) (1954). 

22 T.R.C. § 1314(a) (1954). 

23 T.R.C. § 1314(b) (1954). 

24 T.R.C. § 1314(e) (1954). 

25 §, Rep. No. 1567, 75th Cong., 3d Sess. 50 (1938) states: ‘‘ Disputes as to the basis of 
property should not allow the taxpayer or the Commissioner to obtain an unfair tax ad- 
vantage by taking one position at the time of the acquisition of property and an incon- 
sistent position at the time of its disposition.’’ 

26 ‘*Corrective adjustments should produce the effect of attributing income or deduc- 
tions to the right year and the right taxpayer, and of establishing the proper basis.’’ 
Ibid. 





RPP De Oo 








1957] BASIS OF PROPERTY AFTER ERRONEOUS TREATMENT 369 


detriment of the party who takes an inconsistent position, the true 
effect of sections 1311 through 1315 is to encourage both the Com- 
missioner and taxpayer to let well enough alone.”’ Once a trans- 
action is considered as establishing a certain basis for an item of 
property, these sections make it unprofitable for the Commissioner 
or the taxpayer to maintain subsequently that the true effect of the 
transaction was different even though it later appears that the orig- 
inal treatment was clearly erroneous. 

The big question, of course, is how far may the Commissioner or 
taxpayer go before their actions will allow the opposing party to 
open closed taxable years in order to obtain the equitable relief 
afforded by these sections. Are these provisions to be liberally con- 
strued or must the facts fall squarely within their literal wording 
before they will be applied? 

The Supreme Court has set out the reasons for the necessity of 
a statute of limitations: ** 


It probably would be all but intolerable, at least Congress has regarded it 
as ill-advised, to have an income tax system under which there never would 
come a day of final settlement and which required both the taxpayer and the 
government to stand ready forever and a day to produce vouchers, prove 
events, establish values and recall details of all that goes into an income tax 
contest. Hence a statute of limitations is an almost indispensable element of 
fairness as well as of practical administration of an income tax policy. 


The Tax Court has apparently considered that these sections, 
being in derogation of the basic period of limitations, should be 
strictly and literally construed.” In D. A. MacDonald,® the Tax 
Court ruled that the party invoking an exception to the basic statu- 
tory limitation period must plead it and assume the burden of prov- 
ing all the prerequisites to its application. The Court found against 
the Commissioner on the ground that he had failed to prove the in- 
crease in tax for the years 1938 through 1940 that resulted from 
adjustments made on taxpayer’s motion under Rule 50 in a prior 
deficiency proceeding involving the year 1942 for specific accrual 
items and inventory. The prior Tax Court proceeding involving 
1942 had arisen out of the Commissioner’s position, which was up- 


27 See Maguire, Surrey, and Traynor, Section 820 of The Revenue Act of 1938, 48 
Yarz LJ. 719 (1939). 

28 Rothensies v. Electric Storage Battery Co., 329 U.S. 296, 301 (1946). 

29 American Foundation Co., 2 T.C. 502 (1943); D. A. MacDonald, 17 T.C. 934 
(1951) ; James Brennen, 20 T.C. 495 (1953), accord, Central Hanover Bank and Trust Co. 
v. United States, 163 F.2d 60 (2d Cir. 1947) ; Sherover v. United States, 137 F.Supp. 778 
(S.D.N.Y. 1956). , 

8017 T.C. 934 (1951). 
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held, that the taxpayer should change from a cash to accrual method 
of accounting. However, the inclusion of the accrued items and in- 
ventory in the computation of taxpayer’s tax according to the ac- 
crual method for 1942 resulted in decreasing his tax liability for 
that period. If the same accrual items and inventory had been car- 
ried back and treated consistently in the prior years, an increased 
liability for those periods would have resulted. In reaching this 
conclusion the Tax Court stated : ** 


... [The former version of sections 1311 through 1315] does not purport 
to permit adjustments for prior years for items that are merely similar to 
those with respect to which a determination has been made for another year. 


The Court of Claims has taken a more liberal view of the con- 
struction to be given these provisions. In two cases,** where a prior 
determination had resulted in an increase of tax liability because 
of the Commissioner’s disallowance of certain items in opening in- 
ventory, the Court of Claims allowed the taxpayers to invoke the 
former version of sections 1311 through 1315 for the purpose of de- 
creasing the prior year’s closing inventory by the same amount. 
Decreasing the prior year’s closing inventory increased the cost of 
goods sold for that period and thus resulted in a decrease of tax 
liability. In reaching these decisions the Court of Claims cbserved 
in connection with the Commissioner’s contention that the word 
‘*item’’ as used in these sections does not include inventory adjust- 
ments. ‘‘[This section] is a relief provision and, therefore, it 
should, if necessary, be given a liberal interpretation in order fully 
to carry out its apparent purpose.’’ ** 

The apparent difference of opinion on the construction to be 
given these sections is to the taxpayer’s advantage. If the Commis- 
sioner invokes sections 1311 through 1315, the taxpayer may con- 
test the assessment in the Tax Court. If the taxpayer seeks this re- 
lief, he may carry his suit to the Court of Claims where he will, at 
least, receive a more sympathetic hearing. 


TRANSACTIONS RESULTING IN THE NON-RECOGNITION OF GAIN OR Loss 


Statutory provisions providing for the non-recognition of gain 
or loss at the time of realization generally require an adjustment 
to the basis of the property involved so that recognition of such 
gain or loss is not completely avoided but merely postponed. Erro- 


81 D. A. MacDonald, supra note 29, at 941. 

82 Gooch Milling & Elevator Co. v. United States, 78 F.Supp. 94 (Ct.Cl. 1948); H. T. 
Hackney Co. v. United States, 78 F.Supp. 101 (Ct.Cl. 1948). 

88 Gooch Milling & Elevator Co. v. United States, supra note 32, at 100. 





—--—  e 








1957] BASIS OF PROPERTY AFTER ERRONEOUS TREATMENT 371 


neously treating a transaction as being or not being one on which 
gain or loss is not recognized thus produces an erroneous basis for 
the property involved. The situation which results when a later de- 
termination establishes the correct basis of the property provides 
the most common circumstances intended to be covered by sections 
1311 through 1315 as they apply to basis problems.** The determi- 
nation establishes that the basis of the property is different from 
that which was previously assumed to be the basis because it was 
erroneously assumed that a non-recognition provision was or was 
not applicable. The consistent treatment of such decision would 
thus increase or decrease, as the case may be, the taxpayer’s tax 
liability for the period covering the erroneously treated transac- 
tion.** However, caution must be observed, for the party invoking 
this relief must endeavor to bring himself within the letter of the 
requirements contained in these provisions.*® An analysis of the 
requirements follows. 

First, there must be a determination which establishes the basis 
of property, and the basis of such property must have depended on 
the erroneous transaction (with respect to which correction is 
sought) or was erroneously treated as having been affected by such 
transaction.** The collateral effect of the determination of the basis 
of one item of property on the basis of a related item of property 
is insufficient. This is so even though the bases of the two items are 
so interwoven that the determination of the basis of one necessarily 
decides the basis of the other. 

In Central Hanover Bank and Trust Co. v. United States ** the 
taxpayer had sold shares of Electric Bond and Share Co. in 1935 
and 1936 at a loss. These shares had been purchased by the tax- 
payer at different times and prices. In figuring the amount of loss 
on the sales in each year, the taxpayer used the average cost of the 
shares to determine basis. The Commissioner contended that the 
taxpayer should have used the first in, first out method in determin- 
ing the basis of the stock sold in 1935, thereby decreasing her loss 
for 1935. The Commissioner’s position was sustained by the Board 
of Tax Appeals on April 18, 1940, after the period of limitations 
for refunds for 1936 had expired. The determination that the basis 


34 All examples given in the Regulations deal only with situations created by the recog- 
nition or non-recognition of gain or loss. Reg. Sec. 1.1312-6 (1956). 

85 The example (see p. 1 supra) arising out of the operation of section 351 (1954) 
best points up this situation. 

36 D, A. MacDonald, supra note 29. 

87 ILR.C. § 1312(6) (A) (1954). 

88 163 F.2d 60 (2d Cir. 1947). 
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for loss claimed in 1935 was less than reported by the taxpayer 
necessarily implied that the basis for the shares sold in 1936 at a 
loss should be increased, with a correspondingly increased loss de- 
duction for that year. The Court of Appeals for the Second Circuit 
held that the former version of sections 1311 through 1315 was not 
applicable as the shares involved in the Board of Tax Appeals de- 
termination did not include the shares sold in 1936. The shares sold 
in 1936 were a different item than those sold in 1935.*® 

The Court of Appeals for the Second Circuit, following the Tax 
Court decisions, very rigidly construed the words of these sections. 
The equities of the case, however, were with the taxpayer. She had 
only taken loss deductions to which she was entitled; her error was 
the choice of year in which she took them. The Commissioner’s in- 
sistence that the correct rule determining basis be applied to the 
year in which the Government would gain a tax advantage and that 
the statute of limitations be invoked with respect to the year when 
the application of the correct rule would prove a disadvantage, 
gave the Government revenue to which it would not otherwise have 
been entitled. Congress intended to avoid such a result by the en- 
actment of these provisions.*® However, taken in the light of the 
strict construction which the Court felt was mandatory, this de- 
cision cannot be questioned. It is clear that the different shares of 
stock constituted different ‘‘items.’’ Only a very liberal interpre- 
tation of the word ‘‘item’’ could have resulted in relief for the tax- 
payer. : 

The courts have also narrowly construed ‘‘determination of 
basis.’’ For example, in American Foundation Co.*' the taxpayer 
exchanged mining property in 1931 for cash, other consideration, 
and 15,000 shares of stock in the acquiring corporation. In report- 
ing this transaction the taxpayer claimed statutory non-recognition 
of gain on receipt of the stock. The Commissioner maintained that 
gain should have been recognized and asserted a deficiency. The 
taxpayer paid the deficiency and successfully sued in the District 
Court ” for refund. That Court ruled that no gain was recognized 
on receipt of the stock. The decision became final in 1941. In the 
meantime, in 1934, 1936, and 1937, the taxpayer had sold the stock 
and had computed his gain by using as a basis the fair market value 
of the shares on the date received. 


39 See Reg. Sec. 1.1312-6(c), Example 5 (1956). 

40 See notes 25 and 26 supra. 

41 22 T.C. 502 (1943). 

42 American Foundation Co. v. United States, 120 F.2d 807 (9th Cir. 1941). 
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As the ordinary statute of limitations covering respectively the 
years of sale had run out, the Commissioner invoked the former 
version of sections 1311 through 1315 and asserted a deficiency for 
those years. The deficiency was properly grounded on the theory 
that as gain was not recognized on receipt of the shares the fair 
market value at the time received was not their basis. The Tax 
Court held against the Commissioner. The former version of sec- 
tions 1311 through 1315 did not, it said, apply to these facts be- 
cause the prior District Court decision had not determined the 
basis of the shares; that decision had nothing to do with basis; it 
decided only that gain was not recognized on receipt of the shares. 

It would seem to follow from the District Court’s determination 
that as no gain was recognized on receipt of the shares, their basis 
was not the fair market value at the time received. Thus, a liberal 
interpretation by the Tax Court of the phrase ‘‘determines the 
basis’’ would have resulted here in a decision for the Commis- 
sioner. It would not seem to be greatly straining the District 
Court’s decision to assume that since it held no gain was recognized 
on receipt of the shares, it also decided that the basis of the shares 
was not their fair market value. However, the collateral effect of 
a determination on basis is not sufficient. The determination must 
have decided the basis of the property as a primary issue.** 

Secondly, the erroneous transaction must have occurred with re- 
spect to a taxpayer described in section 1312(6)(B). Those are the 
taxpayer with respect to whom the determination is made, a tax- 
payer who acquired title in the erroneous transaction and from 
whom the taxpayer with respect to whom the determination was 
made acquired title in such a way that he has a basis ascertained 
by reference to the basis of the property in the hands of the acquir- 
ing taxpayer, or a taxpayer who held title at the time of the erro- 
neous transaction and from whom the taxpayer in respect of whom 
the determination is made derived title by gift. The last category of 
taxpayers was added by the 1954 Code to prevent a taxpayer who 
already owned the property at the time of the erroneously treated 
transaction (a taxpayer acquiring the property in the erroneous 
transaction is covered by the second category) from defeating the 
application of sections 1311 through 1315 by conveying the prop- 
erty as a gift.** 

The language of the sections makes clear that related taxpayers 


43 But see Rosenberger v. United States, 138 F.Supp. 117 (E.D.Mo. 1955), aff’d, 235 
F.2d 69 (8th Cir. 1956). 
44S, Rep. No. 1622, 83d Cong., 2d Sess. 448 (1954). 
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as described in section 1313(c) of the 1954 Code are not included 

in those with respect to whom the adjustments with respect to basis 

of property after erroneous treatment of a prior transaction are 
authorized. 

It should also be noted that the inconsistent position of the cor- 
poration, the transferee in the transaction which was erroneously 
assumed to fall within section 351 of the 1954 Code, cannot give 
rise to an adjustment under sections 1311 through 1315 against 
the transferor, individual taxpayers receiving stock in the trans- 
feree.* 

Thirdly, correction of the error must be prevented by a law or 
rule of law other than sections 1311 through 1315 and section 7122 
(relating to compromises).** Adjustments with respect to taxable 
years closed by compromise were not authorized because of the dif- 
ficulty of computing the amount of adjustment where the compro- 
mise resulted in the acceptance of a lesser amount than that 
thought to be due as a deficiency or a refund.” 

The phrase ‘‘or rule of law’’ was inserted for the first time in 
section 1311 in the 1954 Code to make clear that the adjustments 
provided for by these sections may be authorized for a year closed 
by rules of law, either statutory or judicial, other than the statute 
of limitations, such as res judicata.* , 

Finally, the position adopted in the determination must be incon- 
sistent with the erroneous treatment of the prior transaction *° and 
must have been maintained by the party (or one who derived title 
from such party) against whom the relief is sought. It is required 
that the inconsistent position be maintained by the party who will 
suffer by reason of the relief afforded by sections 1311 through 
1315, for otherwise the statute of limitations would in many cases 
be a nullity. Hither the Commissioner or the taxpayer could force 
open closed taxable years in which transactions were erroneously 
treated, when it would prove advantageous, by being inconsistent. } 
That, of course, is not the purpose of these provisions. They do not 
provide for the correction of all errors committed in closed taxable 





45 Reg. Sec. 1.1312-6(c), Example (1) (i) (1956). See p. 367 supra. 

46 I.R.C. § 1311(a) (1954). 

47 Maguire, Surrey, and Traynor, supra note 27, at 733 n.91. 

48 See supra note 44, at 447. 

49 See Maguire, Surrey, and Traynor, supra note 27, at 735: ‘‘The inconsistency of the 
position is ascertained by reference to what was actually done in the earlier year rather 
than to what the taxpayer or the Commissioner may have urged at that time.’’ See also 
Reg. Sec. 1.1311(b) (1956). 

50 T.R.C. § 1811(b) (1) (1954). 

51 See supra note 27, at 734. 
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years but provide relief only against a party who attempts to use 
rules of law that close taxable years to obtain an unconscionable 
tax advantage. 

Non-recognition of gain or loss provisions of the Code, other 
than section 351, may also give rise to situations calling for adjust- 
ments to the basis of property under sections 1311 through 1315 
because they were erroneously treated as determining or not de- 
termining the basis of such property. Some of these sections are 
section 332 (liquidation of subsidiaries and the consequent substi- 
tuted basis of the property received pursuant to section 334) ; sec- 
tion 354 (exchanges of stock and securities in certain reorganiza- 
tions); section 355 (distributions of stock and securities of a 
controlled corporation) ; section 361 (exchange of property by a 
corporation a party to a reorganization solely for stock or securi- 
ties) and section 371(b) (exchange of stock or securities in certain 
bankruptcy proceedings), resulting in a substituted basis pursuant 
to section 358 ; section 721 (gain or loss on contribution of property 
to a partnership and the substituted basis of the property contrib- 
uted pursuant to section 723) and section 1031 (exchange of prop- 
erty held for productive use or investment). 

The 1939 Code authorized relief in this area when the determina- 
tion ‘‘determines the basis of property for depletion, exhaustion, 
wear and tear, or obsolescence, or for gain or loss on a sale or ex- 
change, and in respect of any transaction upon which such basis 
depends. .. .’’ °* The 1954 Code substituted for that language, ‘‘The 
determination determines the basis of property, and in respect of 
any transaction on which such basis depends, or in respect of any 
transaction which was erroneously treated as affecting such basis. 

99 55 

This change materially broadens the scope of the relief. Pre- 
viously the determination had to determine basis for certain enu- 
merated purposes, and the only errors that could be corrected were 
those on which such basis depended. These limitations have been 
removed. The determination at the present time need only deter- 
mine the basis of property for any purpose. It would be sufficient, 
for example, if the determination determined the basis of property 
abandoned or used to redeem a debt obligation.” The types of 


52 See discussion p. 368 supra. 

58 This list is illustrative only and is not complete. 
54 T.R.C. § 3801(b) (5) (1939). 

55 I.R.C. § 1312(6) (A) (1954) ; emphasis added. 
56 See note 44 supra. 

57 Ibid. 
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transaction covered have been enlarged to include those which were 
erroneously treated as affecting basis.** This change will carry into 
the net of erroneous transactions all transactions which were erro- 
neously treated as affecting basis because of the misapplication of 
section 301(c) (2),°° corporate distributions applied against basis of 
stock, and section 305 stock dividends, with the consequent alloca- 
tion of basis pursuant to section 307.° 


CAPITALIZATION OF CURRENT EXXPENSES OR VICE VERSA 


If current expenses are capitalized and added to the existing 
basis of a capital asset or, contrariwise, capital expenses which 
should have been added to the basis of an existing asset are taken 
as current expenses, it is now clear that the other requisites for 
relief being present, the opening of a closed taxable year for the 
correction of such error under sections 1311 through 1315 is author- 
ized." Though not previously covered, this type of error is now 
specifically listed as one of the situations in which the relief af- 
forded is authorized.” 

A more perplexing problem would arise, however, where current 
expenses are capitalized but there is no existing capital asset whose 
basis is increased by such capitalized amount. This problem could 
easily arise in the case of styles or dies. Several years after pur- 
chase and capitalization but prior to the exhaustion of such an ac- 
count through obsolescence, the styles or dies are abandoned, and 
the taxpayer takes a loss for their abandonment. However, such a 
loss has been disallowed by the Commissioner who has been sus- 
tained by the Tax Court. Assuming that the year of deductibility is 
closed, would the taxpayer be authorized to invoke sections 1311 
through 1315 for the purpose of opening such year to obtain this 
deduction? 

Neither the Regulations nor the Committee Reports deal with 
this specific question. The Senate Committee Report ® in stating an 
example similar to those here presented speaks only of additions to 
or deductions from basis. It could be argued therefore that Con- 
gress intended to cover only transactions involving an erroneous 


58 Ibid. 

59 Reg. Sec. 1.1312-6(¢), Example 4 (1956). 

60 See note 44 supra. 

61 Ibid. This situation was not covered by I.R.C. § 3801 (1939). See James Brennen 
and Sherover v. United States, note 29 supra. 

62 I.R.C. § 1312(6) (C) (iii) (1954). 

63 In discussing this provision it makes reference only to erroneous additions to or 
erroneous exclusions from an already existing capital account. Supra note 44. 
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addition to or exclusion from an existing capital asset. However, 
one can think of no policy reason for distinguishing between an 
erroneous addition to an existing capital account and the erroneous 
creation of a capital account. 

The language of the statute is broad enough to cover the above 
example of erroneous creation of a capital account. The determi- 
nation establishes that the basis of the property abandoned is zero. 
The transaction of purchase of the asset was erroneously treated 
as affecting that basis because the cost was capitalized. The Com- 
missioner, by contending that the cost should not have been cap- 
italized, has maintained a position inconsistent with the prior 
treatment. The Commissioner’s inconsistent position was adopted 
in the Tax Court decision. This is one of the enumerated errors, be- 
ing an erroneous charge to capital account of an item properly de- 
ductible. 

There is need for Regulations dealing with this important addi- 
tion to the 1954 Code and clearly defining the extent of its applica- 
tion. Such Regulations should make certain that the erroneous 
creation of a capital account or, contrariwise, the erroneous failure 
to create a capital account is covered by sections 1311 through 
1315. 


Famvre To Take ALLOWABLE DEPRECIATION DEDUCTIONS 


An even more interesting problem which raises questions inca- 
pable of being answered arises through the failure of a taxpayer to 
take allowable depreciation. On purchasing a capital asset the tax- 
payer erroneously assumes that it is permanent and therefore has 
no limitation on its useful life. In the years following acquisition 
no deductions for depreciation with respect to that asset are taken. 
Many years later the asset is sold, and the taxpayer computes his 
gain or loss by using cost as its basis. The Commissioner asserts 
that the asset was depreciable and the basis must therefore be re- 
duced by the depreciation allowable over the period of years it was 
held.** The Commissioner is sustained by the Tax Court. May the 
taxpayer invoke sections 1311 through 1315 for the purpose of 
opening closed taxable years to take the depreciation deductions 
which were allowable in those years? Does this situation satisfy 
the requirements of sections 1311 through 1315? 

The determination clearly determines the basis of the property. 


64 I.R.C. § 1016(a)(2) (1954). It should be noted that the converse of this situation 
will not occur, for basis is always reduced by the amount allowed if it results in a tax 
benefit, even though it was not allowable. I.R.C. § 1016(a)(2)(A) and (B) (1954). 
Therefore, the problem raised here is peculiar only to taxpayers. 
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The Commissioner’s position as to depreciation which was adopted 
in the determination is inconsistent with the prior erroneous treat- 
ment. Correction of the error is prevented by a rule closing taxable 
years. However, there are several unanswerable questions. Is the 
depreciation deduction a ‘‘transaction’’ within the meaning of the 
word as used in the statute? ® If a transaction, does the failure to 
take allowable depreciation constitute a ‘‘transaction which was 
erroneously treated as affecting such basis’’? “ Does this situation 
constitute one of the enumerated errors? Specifically, is this an 
erroneous inclusion in gross income ™ or an erroneous non-recog- 
nition of loss ® or, in a negative sense, an erroneous charge to cap- 
ital account of an item properly deductible? © 

The degree of liberality with which the courts will construe sec- 
tions 1311 through 1315 would seem to be the deciding factor.” The 
literal words of the sections do not appear to cover this situation. 
Depreciation would seem to constitute a ‘‘transaction affecting 
basis’’ only in an economic or accounting sense; in a physical sense 
depreciation would not seem to constitute a ‘‘transaction.’’ 

From an equitable standpoint, however, allowing the taxpayer to 
have the benefit of depreciation deductions which serve to reduce 
the basis of his property does not seem unfair. Unless the practical 
difficulties of allowing several closed taxable years to be opened be- 
cause of the Commissioner’s insistence on reducing basis by the 
depreciation previously allowable are too great, it would also seem 
that allowing the adjustment here would be in accord with the legis- 
lative policy of preventing the statute of limitations from being 
used as an instrument to gain an unfair tax advantage.” 

Further discussion of this problem would be unprofitable. The 
answers to the questions presented will have to wait until some 
unfortunate taxpayer finds himself in this situation and is willing 
to carry his cause to the courts. 


Amount anp Metuop or ADJUSTMENT 


Once it is decided that the requisites for adjustment are present, 
the adjustment is accomplished in the following manner. The tax 
for the year of error, previously determined, is computed by add- 


65 I.R.C, § 1812(6) (A) (1954). 

66 Ibid. 

67 I.R.C. § 1312(6) (C) (i) (1954). 
68 I.R.C, § 1312(6) (C) (ii) (1954). 
69 T.R.C. § 1812(6) (C) (iii) (1954). 
10 See discussion pp. 369-370 supra. 
71 See discussion p. 368 supra. 
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ing the amount of tax shown by the taxpayer on his return for that 
year to the amount previously assessed as a deficiency and deduct- 
ing the amount of refunds made.” Thereafter the amount of in- 
crease or decrease resulting from the correct treatment of the item 
which was the subject of the error is ascertainable.** The effect of 
the correct treatment of the item on other items of computation, 
e.g., charitable deductions and adjusted gross income, must be 
taken into consideration as well as its effect on other years through 
the net operating loss deduction or the capital loss carry-over.” 
Such amount, so figured, is the amount of adjustment for that tax- 
able year. 

The amount of the adjustment is then refunded or credited or 
assessed and collected (depending on whether a decrease or in- 
crease of tax liability resulted) as though on the date of the deter- 
mination one year remained before the expiration of the period of 
limitations for the assessment of a deficiency or the filing of a claim 
for refund for such year or years.” The amount of adjustment is 
not subject to credit or set-off based upon any item other than the 
one that was the subject of error,” and in no case is adjustment to 
years beginning prior to January 1, 1932 authorized.” 


ConcLuUsION 


The mere presence of these sections in our revenue laws should 
have the effect of decreasing litigation and establishing a fair de- 
gree of certainty in the treatment of transactions determining or 
affecting the basis of property. If at a later date the prior treat- 
ment of a transaction determining or affecting basis is disturbed 
by any party, he will be required to be consistent even though the 
opening of closed taxable years be necessary. The statute of limi- 
tations can be availed of only as a shield and not as a weapon. 

Additions made in this area by the 1954 Code have materially 
broadened the scope of the relief authorized. The present Regula- 
tions explaining these sections are inadequate and should be re- 
vised in order to apprise taxpayers and their attorneys of the ex- 
tent of the changes. 

These changes do provide a continuation and extension of Con- 


72 LR.C. § 1314(a) (1954). 
18 Ibid. 
14 Ibid. 
15 LR.C. § 1314(b) (1954). 
76 LR.C. § 1314(c) (1954). 
1” LR.C. § 1314(d) (1954). 
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gressional policy to take the profit out of inconsistency which, 
coupled with a rule of law closing taxable years, has resulted in 
inequitable tax advantages. The majority of the courts which have 
dealt with these provisions since their enactment have given their 
words a very narrow and literal construction. Those seeking the 
relief afforded must therefore endeavor to bring themselves within 
the explicit requirements of the sections and not place too much 
reliance on the broad equitable policy which led Congress to adopt 
these provisions. 

















Taxing Income that Is Applied Against 


the Purchase Price 
MARCUS D. GRAYCK 


{pm difficulties in the consummation of a sale of property are 
often encountered. The buyer may not be able to pay for his pur- 
chase without applying the income from the property to the pur- 
chase price. Secondly, the buyer and seller may have no accurate 
means of establishing a ‘‘price tag’’ for the property, and their 
respective estimates of its worth may be too far apart to be bridged 
by negotiation. In order to resolve the first question, the parties 
may agree to have the income from the property applied against 
the purchase price. In trying to meet the second problem, the par- 
ties may set a percentage of the property’s income as the purchase 
price. A typical solution may involve dividends on corporate stock, 
rent from realty, or net income from a franchise or partnership 
interest. Prior to the application of any solution, the tax conse- 
quences of such action should be considered. That there is ordinary 
taxable income to either buyer or seller is no longer in doubt.’ The 
problem is to choose between them. 

From the reported cases in this area it appears that the seller’s 
claim to freedom from taxation at ordinary income tax rates usu- 
ally is based on the theory that the buyer has had the benefit of 
the property or its income and therefore the income should be 
taxed to the buyer. On the other hand, the buyer has argued in the 
corporate dividends situation, where the stock is generally held in 
escrow or in trust, that the seller had title to the stock until full 
payment of the purchase price.” Since the seller was the ‘‘owner,’’ 
the seller and not he should be taxed with the dividends. In some 
of the cases involving rent from realty and net income from a fran- 
chise or partnership interest, the buyer’s contention has been that 
the seller had reserved to himself the ordinary income payments 
and sold the buyer the remainder of his interests. 


Marcus D. Grayox (A.B. 1948, Brooklyn College; LL.B. 1951, Harvard Law School) 
is a member of the New York Bar. 

1 DeGuire v. Higgins, 159 F.2d 921, 923 (2d Cir. 1947), cert. denied, 331 U.S. 858 
(1947) ; Estate of Arthur L. Hobson, 17 T.C. 854, 858 (1951). 

2 See First, Use of Corporate Funds to Buy Out Shareholders—Acquisitions By Third 
Parties in PRocEEDINGS OF NEw YorK UNIVERSITY TWELFTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION 191, 192 (1954); Note, 59 Harv. L. Rev. 1292, 1298 (1946). 
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These same contentions are relevant to answering a cluster of 
related questions. The determination of tax liability between buyer 
and seller will enable the fixing of the buyer’s basis and the amount 
realized by the seller. The buyer’s basis would be the cost of his 
purchase.’ Before the diverted income could be considered part of 
his cost, the income would have to be taxable to the buyer. Thus, 
if the income were not taxable to the buyer, such income could not 
enter into his basis. Looking now to the amount realized by the 
seller, it is ‘‘the sum of any money received’’* from a sale. If the 
income were taxable to the seller, it would not have been received 
from a sale, but as the owner of the property. Under these circum- 
stances, it follows that the basis and the amount realized cannot be 
determined until the question of taxability for the ordinary income 
has been put to rest. 

Another related problem concerns the application of the instal- 
ment sales provisions of section 453 of the 1954 Code. For the ap- 
plication of that section no more than ‘‘30 per cent of the selling 
price’’® may be paid during the taxable year of sale. The ‘‘selling 
price,’’ in the same manner as the buyer’s basis and the amount 
realized by the seller, will vary with the determination of who has 
received taxable income. 

In the attempt to resolve the buyer’s and seller’s contentions the 
cases and administrative rulings have not always been in harmony. 
Since a large proportion of them have been concerned with the divi- 
dends situation, these cases and rulings will be considered first 
and the rent and net income situations thereafter. 


Corporate DivipENDS 


The Bureau recently ruled that when, pursuant to an agreement 
of sale, dividends on stock held in escrow or in trust are applied 
against the purchase price, such dividends are taxable to the 
buyer.® The prior history and the cases cited in support of this re- 
sult by the Revenue Ruling’ will be considered so as to place the 
problem in focus. 


8 I.R.C. § 1012 (1954). 

4T.R.C. § 1001(b) (1954). 

5 I.R.C. § 453(b) (2) (A) (ii) (1954). 

6 Rev. Rul. 56-153, 1956-1 Cum. But. 166. 

tT Northern Trust Co. of Chicago v. United States, 193 F.2d 127 (7th Cir. 1951), cert. 
denied, 343 U.S. 956 (1952); DeGuire v. Higgins, 159 F.2d 921 (2d Cir. 1947), cert. 
denied, 331 U.S. 858 (1947); Lee v. Comm’r, 143 F.2d 4 (7th Cir. 1944); Moore v. 
Comm’r, 124 F.2d 991 (7th Cir. 1941) ; Estate of Arthur L. Hobson, 17 T.C. 854 (1951) ; 
Long v. United States, 66 Ct.Cl. 475 (1928). 
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Originally the Bureau had ruled that the seller was taxable on 
the dividends.* The rationale was that the seller held title to the 
stock, and as its ‘‘owner’’ he was taxable. The Board of Tax Ap- 
peals followed this reasoning in Max Viault® and held the seller 
taxable on dividends from escrowed stock even where such stock 
was not placed in escrow until payment for it had been made. 
Though not alluded to in either the ruling or the Board’s opinion, 
justification for this result has been found on the ground that to 
hold the buyer taxable would have enabled the seller to deflect in- 
come to the buyer and thus obtain an unwarranted tax advantage.’ 

The Court of Claims in Long v. United States “ was the first to 
hold the buyer taxable on dividends applied against the purchase 
price. Stock endorsed in blank by the seller had been transferred 
to a trustee, and each year such stock as had been paid for was 
delivered to the buyer. The buyer’s claim for a refund of the tax 
paid on the dividends from the escrowed stock was based on the 
theory that the seller had title to the stock and as its ‘‘owner’’ was 
taxable on the dividends. In rejecting this contention, the Court 
asserted that title to the stock had been transferred to the trustee.’ 
Transfer of title to the trustee rather than to the buyer was made 
solely to secure payment of the purchase price. The Court reasoned 
that the buyer was the beneficial owner of the stock because the 
dividends had been applied against his indebtedness to the seller 
for the purchase price and therefore he had ‘‘received the benefit 
of all dividends.’’* Proceeding from the premise that the buyer 
had received the benefit of the dividends, the Court came to a con- 
clusion counter to that reached in Maz Viault; it held the buyer 
and not the seller to be the ‘‘owner’’ and therefore taxable on the 
dividends. 

This same imputation of the buyer’s ownership in Moore v. Com- 
missioner ** resulted in the seller’s avoidance of tax liability. A 
benefit to the buyer was found despite the fact that there was no 
personal indebtedness of the buyer to the seller for the unpaid por- 
tion of the purchase price. Therefore, unlike the case in Long v. 


8 I, T. 1958, III-1 Cum. Buuu. 111 (1924). 

9 36 B.T.A. 430 (1937). 

10 Note, 59 Harv. L. Rev. 1292, 1298 (1946). 

11 66 Ct.Cl. 475 (1928). 

12 Long v. United States, supra note 7, at 480. This fact distinguishes this case from 
I.T. 1958, supra note 8, and Max Viault, supra note 9, where the seller was found to be 
taxable because he had title to the stock. However, the Court of Claims did not rely upon 
this distinction and found the question of title unimportant. 

13 Long v. United States, supra note 7, at 480. 

14 124 F.2d 991 (7th Cir. 1941). 
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United States, the payment of the dividends to the seller did not 
cause a diminution of an obligation of the buyer to the seller. 

The seller had received a substantial down payment and en- 
dorsed the stock certificates in blank, attaching them to the buyer’s 
notes for the unpaid portion of the purchase price. The notes and 
certificates were deposited in escrow. If each note were paid as it 
became due, the note and attached certificate were to be delivered 
to the buyer. In order to relieve the buyer from personal liability, 
it was agreed that if the notes were not paid they were to be de- 
livered to the buyer and the attached certificates were to be de- 
livered to the seller. 

Because the buyer had been relieved of personal liability and 
was thus not obligated to purchase the stock, the Commissioner 
argued that there had been no sale but a granting of an option to 
the buyer; that without a sale there could have been no transfer 
of ownership to the buyer, and therefore the seller was taxable on 
the dividends. The seller countered that there had been a sale; that 
the stock secured the unpaid balance of the purchase price; and 
that title had or had not passed to the buyer, and if it had not, the 
buyer had the beneficial interest in the stock because the buyer had 
received the benefit of the dividends.” 

The Court of Appeals for the Seventh Circuit found that a sale 
had occurred. The down payment was too large to leave the buyer 
much of any option, and besides, the unpaid balance drew interest. 
The Court reasoned that the dividends must have belonged to the 
buyer, for otherwise the seller would have been in the position of 
taking dividends which belonged to her in diminution of the pur- 
chase price due her. Even if title to the stock were in the seller, it 
was there only to secure payment of the purchase price. The fact 
that the seller could only use the dividend payments to reduce the 
amount due her for the stock implied that ‘‘the parties intended to 
pass beneficial interest in the stock to’’ the buyer.”® 

After being defeated in his attempt to tax the seller, the Com- 
missioner pursued the buyer and eventually was successful.’* The 
buyer took up the Commissioner’s argument in Moore v. Commis- 
sioner and insisted that the dividends should serve only to reduce 
his basis. The Court found it unnecessary to decide whether the 
transaction was an option or a sale. Taking the buyer’s contention 


15 Brief for Petitioner, p. 34, Moore v. Comm’r, 124 F.2d 991 (7th Cir. 1941), states: 
‘¢We submit that the controlling feature of this case is as stated in the Long case: ‘At 
all times plaintiff, Long, received the benefit of all dividends... .’ ’’ 

16 Moore vy. Comm’r, supra note 15, at 993. 

17 DeGuire v. Higgins, 159 F.2d 921 (2d Cir. 1947), cert. denied, 331 U.S. 858 (1947). 
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that all he had was an option, the Court considered that the ulti- 
mate ownership of the dividends had been suspended for a time 
after they had been declared; that the dividends were security 
for both parties until the buyer made a decision with regard to his 
option; and that after the buyer exercised the option, there was no 
question that he was taxable ‘‘as to those dividends whose final 
disposition was determined in the same year in which they were 
declared. ...’’*® As to the dividend attributable to stock whose 
final disposition was determined in a later year, the Court had 
more difficulty, though it finally decided it would be taxable to the 
buyer in the year declared. The rationale for this holding was that 
the buyer used the dividend in the year declared to pay his notes 
and thus ‘‘ was properly taxable for it in that year.’’ 

Significantly, the Court refrained from basing its decision on the 
belief that the buyer was the recipient of the benefits of the divi- 
dends and therefore the owner of the stock.*® Use of the dividends 
rather than the obtaining of benefits therefrom was the criterion 
employed by the Court. This eliminated the necessity for the Court 
to consider some of the snags inherent in the ‘‘ benefit of the divi- 
dends’’ theory which later manifested themselves in Northern 
Trust Co. of Chicago v. United States.*! In that case the existence 
of a benefit from the dividend to the buyer was acknowledged to 
be the ‘‘gist of the entire case.’’ ** After stating this, the District 
Court proceeded to find no such benefit and granted a tax refund to 
the buyer. 

The District Court’s opinion indicated that the dividend had 
been declared four months after the contract of purchase had been 
executed. The source of the dividend was earnings and profits accu- 
mulated before the sale. The District Court reasoned that the 
buyer had intended to purchase a going business without its quick 
assets, and pay $700 a share therefor. Because the buyer acquired 
the business and quick assets for a payment of $1,000 a share and 
then declared a dividend of $300 a share (which went to the seller 
in diminution of the purchase price), the Court found that no bene- 
fit from the dividend had accrued to the buyer. 


18 Id. at 923. 

19 Id. at 925. 

20 Judge Clark, in a concurring opinion, preferred to base the decision upon the buyer 
having the larger ‘‘bundle’’ of rights and powers with respect to the stock. This, accord- 
ing to Judge Clark, made the buyer the beneficial owner and therefore taxable. Id. at 925. 

21100 F.Supp. 177 (N.D.Ill. 1950), rev’d, 193 F.2d 127 (7th Cir. 1952), cert. denied, 


343 U.S. 956 (1952). 
22 Northern Trust Co. of Chicago v. United States, 100 F.Supp. 177, 180 (N.D.IIl. 


1950). 
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The Court of Appeals for the Seventh Circuit reversed the Dis- 
trict Court * on the basis of Moore v. Commissioner. It found the 
buyer to be the beneficial owner of the stock. However, the Court 
did not mention the fact that its decision in Moore v. Commissioner 
resulted largely from its belief that the buyer had received the 
benefit of the dividends. In answer to the District Court’s holding 
that no such benefit had accrued to the buyer in Northern Trust 
Co. of Chicago v. United States, the Court found that the buyer 
there was in no different position than any buyer of stock who pur- 
chased with the expectation of receiving a dividend. It is question- 
able whether this was responsive to the District Court’s holding 
that no benefit had accrued to the buyer. In the usual situation of 
a purchase of stock with the expectation of receiving a dividend, 
the buyer is under no compulsion to turn over the dividend to the 
seller; nor is the purchase price necessarily pegged upwards to 
the full extent of the dividend, as was the case in Northern Trust 
Co. of Chicago v. United States. 

The benefit of the dividends theory has been used in two other 
instances.** This was not the case in Lee v. Commissioner * where 
the buyers, key employees of the corporation, had an option to pur- 
chase stock from a testamentary trust created by the majority 
shareholder. In language similar to that used by the majority in 
DeGuire v. Higgins,”* the Court of Appeals for the Seventh Circuit, 
quoting from the Tax Court decision below, found the buyers tax- 
able upon the exercise of their option by use of the dividends. 

Since the use of the benefit of the dividends theory is so preva- 
lent in this area, it might be well to scrutinize it closely. Although 
this theory reversed the initial trend to tax the seller, it appears 
to be a clumsy tool at best. True, the buyer is benefited by the appli- 
cation of the dividends against his obligation to the seller. How- 
ever, does not the seller in a very real sense also benefit by receiv- 
ing such money? Also, the benefit of the dividends theory seems 
unsatisfactory when applied to a buyer who has an option to pur- 
chase. From an accounting standpoint the payment of the income 
to the seller may indeed result in a benefit to the buyer, since his 
liabilities are decreased without a corresponding decrease in as- 


28 Northern Trust Co. of Chicago v. United States, 193 F.2d 127 (7th Cir. 1952), cert. 
denied, 343 U.S. 956 (1952). 

24 Levy v. United States, 67 F.Supp. 958, 961 (Ct.Cl. 1946) (seller held not taxable) ; 
Estate of Arthur L. Hobson, 17 T.C. 854, 861 (1951) (buyer held taxable and seller not 
taxable). 

25 143 F.2d 4 (7th Cir. 1944). 

26 159 F.2d 921, 925 (2d Cir. 1947). 
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sets.** ‘‘But if the buyer’s obligation is fixed at a higher amount 
than it would otherwise have been because of anticipation of this 
interim income, it is fair to consider the income as a benefit to the 
seller insofar as he has received a gain on the whole transaction.’ 8 
Indeed, perhaps the dividends are a benefit to both the buyer and 
seller.”® It is submitted that the search for the ephemeral benefit 
will not always be rewarding and will often lead down blind alleys. 

The rationale of the majority opinion in DeGuire v. Higgins * 
and of the Court of Appeals for the Seventh Circuit in Lee v. Com- 
missioner ** has more promise of ease of application than the bene- 
fit of the dividends theory. In both cases the objective fact of the 
application of the dividends to the purchase price was deemed 
sufficient to tax the buyers with the dividends. No subjective benefit 
was considered necessary. In view of the difficulty at times of find- 
ing a benefit to the buyer without also finding a corresponding bene- 
fit to the seller, it is submitted that the use of the dividends to 
reduce the unpaid portion of the purchase price is a more justi- 
fiable means of attaching liability to the buyer.* 

Support for a test based upon the use of the dividends rather 
than upon obtaining a benefit therefrom comes from consideration 
of a related question. In order to finance his purchase without the 
application of dividends to the purchase price, the buyer might 
obligate himself for the purchase price and assume control of the 
corporation. Once in the ‘‘saddle,’’ he might then use the corpora- 
tion’s earnings, accumulated or current, to pay his obligation to 
the seller. The authorities are clear, where it is settled that the 
stock was not purchased by or for the corporation, that such use 
of corporate assets would result in the buyer’s being taxable on a 
dividend.* Applying a similar rationale to the dividends situation, 


27 See Note, 59 Harv. L. Rev. 1292, 1298 (1946). 

28 Ibid. 

29 DeGuire v. Higgins, 159 F.2d 921, 923 (2d Cir. 1947), cert. denied, 331 U.S. 858 
(1947). 

30 Id. at 925. 

81143 F.2d 4 (7th Cir. 1944). 

82 Cf. Lembcke v. Comm’r, 126 F.2d 940 (2d Cir. 1942); Clarence W. Miller, 26 T.C. 
151 (1956); Merrill C. Gilmore, 25 T.C. 1321 (1956); T. J. Coffee, Jr., 14 T.C. 1410 
(1950), where instead of the distribution going to the buyer for the purpose of paying 
for the purchase, the distribution went to the seller before the sale and the seller was 
held to be taxable at ordinary income tax rates. 

88 Wall v. United States, 164 F.2d 462 (4th Cir. 1947) (obligation of buyer assumed 
by corporation); Frank P. Holloway, 10 TCM 1257 (1951), aff’d, 203 F.2d 566 (6th 
Cir. 1953) (obligation of buyer not assumed by corporation) ; I.T. 1900, III-1 Cum. 
Buu. 82 (1924). But cf. Fox v. Harrison, 145 F.2d 521 (7th Cir. 1944). See Harnett, 
Buying Out the Disputatious Shareholder in PRocEEDINGS oF NEW YorK UNIVERSITY 
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it would appear that the buyer should be taxable on the dividends 
because of their use by him to reduce the cost of his purchase. Such 
use of the dividends in and of itself, without a finding that the 
buyer received the benefit of the dividends, should justify taxing 
the buyer. 


Rent anv Net Income 


When study is made of the cases which deal with the application 
of rent or net income to the purchase price of realty, a franchise, 
or a partnership interest, two different factual patterns emerge. 
One such pattern involves an application of rent or net income 
earned or collected between the date of the contract closing and the 
date of sale (hereafter referred to as ‘‘closing income’’). The other 
involves an application of rent or net income earned and collected 
only after the date of sale (designated ‘‘post-sale’’ income here- 
after). This dichotomy has resulted in different arguments and 
thus different tax treatment. 


Criosine INcoME’ 


In one case rent which had not been earned had been collected by 
a seller of realty.** Pursuant to a contract of sale a credit against 
the purchase price was granted the buyer of the realty for the por- 
tion of such unearned rent as was attributable to the period subse- 
quent to the title closing. The buyer contended that the credit 
should decrease his basis. The Court held the amount of the credit 
was taxable to the buyer at ordinary income tax rates. It was 
reasoned that the credit was earned by the buyer and that the buyer 
and seller had treated the credit as one for rent. In fact, the amount 
of the credit was arrived at pursuant to a contract provision re- 
quiring an allocation of rent. It was held the seller did not obtain 
an undue tax advantage by reason of such a credit. The Court 
recognized it was dealing with ‘‘a commercial transaction, ordinary 
in every respect....’’ ® 

It should be noted that the buyer, who was taxable on the closing 
income, had title to and possession of the realty at the time the in- 
come was earned. When a partnership’s business was continued by 


ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 393 (1953). In Wall v. United 
States, Frank P. Holloway, and Fox v. Harrison the critical question was whether the 
stockholder or his corporation purchased the stock. As stated above, no such question is 
raised in the problem under consideration. 

84 Hyde Park Realty v. Comm’r, 211 F.2d 462 (2d Cir. 1954). 

85Id. at 463-464, See I.R.C. § 164(d) (1954) for the apportionment of taxes on 
realty between seller and buyer. 
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tke seller from the contract date to the closing date, the seller was 
held taxable on the portion of net income for that period which 
was given as a credit to the buyer pursuant to the contract of sale.** 
In that case it was the seller who had title and possession at the 
time the income was earned. 

In a case where there was no contract of sale but an option to 
buy and where the net rent for the period of the option was to be 
applied against the purchase price, the seller was held taxable on 
the net rent.*7 Again we see the seller taxable because he had both 
title and possession. Where there was a contract of sale which did 
not fructify into a sale and where the contract provided that the 
buyer was to receive a credit for the rent paid between the date of 
the contract and the date of the sale, the seller was held taxable.* 

In 2 Lexington Avenue Corp. the buyer received a credit for a 
hotel’s net rent earned between the date of contract and the date of 
sale. The buyer was the manager of the hotel. During the period in 
question the manager continued as an employee of the seller. The 
contract provided that all normal expenses of the hotel were to be 
allocated between the buyer and seller as of the date of the con- 
tract. In refusing to tax the buyer on the net rent, the Tax Court 
found that the seller ‘‘retained and did not transfer, even condi- 
tionally, the important attributes of ownership with regard to the 
property during the interim period in question together with the 
corresponding burdens of ownership.’’ *° 

From the above cases it may be gleaned that the rule applied by 
the courts requires the taxation of the party, buyer or seller, who 
had both title and possession of the property during the period in 
which the closing income was earned. Where the application of 
this rule will afford an unwarranted tax advantage, the Court of 
Appeals for the Second Circuit has indicated that it will take that 
factor into consideration.*t No case has been found where title was 
in one person and possession in the other.” 


Post-Sa.Le INcoME 


Where post-sale income is applied against the purchase price, 
the courts have had to decide whether the seller reserved to him- 


36 Hulbert v. Comm’r, 227 F.2d 399 (7th Cir. 1955). 

37 Chandler Improvement Co., P-H T.C. MEM. Dec. { 42, 300. 
38 H, Eugene Boyd, 19 T.C. 360 (1952). 

39 26 T.C. 816 (1956). 

40 2 Lexington Avenue Corp., supra note 39, at 824. 

41 Hyde Park Realty Co. v. Comm’r, supra note 34, at 463. - 

42 Cf. Comm’r v. Union Pac. R. R., 86 F.2d 637 (2d Cir. 1936). 
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self and retained such post-sale income.* If there was such reserva- 
tion and retention, the seller has been held taxable thereon. With- 
out such reservation and retention, the courts have held the buyer 
taxable, on the theory that such income was either actually or con- 
structively received by the buyer and applied against the purchase 
price. 

There is no single factor which the courts have employed in de- 
termining whether the seller had reserved and retained an interest 
in post-sale income.** The fact that the seller took periodic pay- 
ments in a fixed amount and five per cent of the net income of a 
partnership in return for the sale of a 25 per cent interest in the 
partnership led the Court to conclude that the seller had sold a 20 
per cent interest for the fixed sum and retained a five per cent 
interest in the partnership.“ In a case involving the sale of realty 
subject to an existing lease and where the rentals from such lease 
were payable to the seller in diminution of the purchase price, the 
Court found the seller taxable on the rent from the lease.** The 
Court held that the seller had carved out his interest in the post- 
sale income from the fee and had sold the remainder of the fee to 
the buyer. Among the factors indicating the seller’s retention of 
control and ownership of an interest were the following: the seller 
was to pay during the term of the lease all property taxes, in- 
surance premiums, and all normal maintenance expenses; he was 
to bear all losses in case of temporary damage or destruction to 
the building; in the case of complete destruction of the building 
the buyer had the option to rebuild or pay the seller for the unpaid 
rent; no debtor-creditor relationship was created; and there was 
no guaranty that the seller would realize any profit. 

No reservation or retention of an interest was found in Leon R. 
McKelvey“ and, therefore, the buyers were held to be taxable. 
The Court found that a portion of a new partnership’s net income 
was paid to the executrix of a deceased partner in the old partner- 
ship in return for her relinquishment of her right to continue as a 


43 Cf. Albert E. Crabtree, 22 T.C. 61 (1954), aff’d per curiam, 221 F.2d 807 (2d Cir. 
1955), where the taxpayer transferred a franchise to a corporation in return for all of its 
stock and 50 per cent of its profits for ten years, Payments of these profits were not 
given capital gains treatment. The Court found these payments to be ‘‘merely distribu- 
tions of corporate earnings, masquerading as something that might produce more bene- 
ficial tax consequences.’’ Id. at 64. 

44 See Note 69 Harv. L. Rev. 737 (1955). 

45 Ruth W. Collins, 14 T.C. 301 (1950). 

46 McCulley Ashlock, 18 T.C. 405 (1952). 

4715 TCM 358 (1956). Cf. Tucker v. Comm’r, 226 F.2d 177 (8th Cir. 1955) ; Williams 
& Waddell, Inc. v. Pitts, 57-1 U.S.T.C. J 9490 (E.D. 8.C. Feb. 27, 1957). 
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partner in the old partnership. The Court rejected the buyers’ con- 
tention that the seller had reserved and retained an interest in the 
new partnership, pointing out that the reason for the creation of 
the new partnership and its exclusion of the executrix was the 
existence of a threat of cancellation of the old partnership’s fran- 
chise if the executrix continued as a partner. 

In Vermont Transit Co.* the buyer and seller were unable to 
agree upon the value of a bus franchise. In consideration of the 
transfer of the franchise, the buyer agreed to and did pay the 
seller $3,500 and a percentage of the net income above operating 
costs. The Court rejected the buyer’s contention that the seller had 
reserved and retained a percentage interest in the net income, on 
the ground that the parties were unable to agree upon a fixed pur- 
chase price for the franchise; that the payment of a percentage of 
net income was simply a convenient method of setting the purchase 
price for the franchise; and that since such net income represented 
the purchase price of the franchise, it was taxable to the buyer.” 


CoNncLUSION 


The proposed criterion in the dividends situation, i.e., taxation 
of the buyer upon his use of the dividends to pay for his purchase, 
appears to be more readily applied than the benefit of the divi- 
dends theory. There is a dovetailing of this proposed rule with the 
test used in the post-sale income situation. In the latter situation 
the buyer is held taxable when he controls the property and uses 
its income to pay for his purchase. 

The criteria for the closing income situation, 7.e., title and posses- 
sion during the period that the income is earned, can be simply 
stated. In applying the test of ‘‘possession’’ the courts will un- 
doubtedly face difficulties. When a case arises involving possession 
in one (probably the buyer) and title in another (probably the 
seller), an extension of the proposed criterion in the dividends sit- 
uation would lead to the taxation of the one having possession. 
This would be so for, as in the dividend situation, he would be using 
the income from the property to pay for his purchase. 


4819 T.C. 1040 (1953), aff’d, 218 F.2d 468 (2d Cir. 1955), cert. denied, 349 U.S. 945 
(1955). 

49 Cf. Estate of Raymond T. Marshall, 20 T.C. 979 (1953), where pursuant to a corpo- 
ration’s certificate of incorporation, a stockholder who retired from the business was 
required to surrender his stock to the corporation in return for either a lump-sum pay- 
ment or periodic payments contingent upon the rate of dividends. Periodic payments 
were chosen, and the Tax Court held that they were not dividends but the purchase 
price of the stock and therefore subject to capital gains treatment. 























The Role of Statutory Presumptions in 
Determining Federal ‘Tax Liability 


(Second Installment) * 
THEODORE NESS 


yo decisions and legal writings on the subject of the procedural 
effect of the establishment of a presumption reflect a great con- 
trariety of opinion.” The Model Code of Evidence, in attempting 
to clear a path through this thicket of rules, states: 


Upon the questions of the procedural effect of the establishment of the 
basic fact of a presumption the authorities are in a state of hopeless con- 
fusion. 


It has been pointed out that there are no less than eight different 
judicially expressed views as to the effect of a presumption.” 

The differences of opinion relate to (1) the amount of evidence 
required to rebut a presumption, 1.e., to remove from the case the 
required assumption of fact called for by the presumption; (2) 
the possible effect of presumptions as evidence of the presumed 
fact; and (3) whether, even if presumptions are not evidence, they 
should be given some persuasive effect by the trier of fact. 

As to the amount of evidence required to rebut a presumption, 
which is the central issue in controversy, the positions taken in the 
decisions range, with intermediate variations, from the view that 
a presumption disappears from the case when the party against 
whom it operates produces legally sufficient evidence to the con- 
trary of the presumed fact, and the view that the presumption puts 
on the party alleging the non-existence of the presumed fact both 
the burden of producing evidence and the burden of persuasion.*° 


* [The First Installment of this article appeared in our March, 1957 issue at 12 Tax 
L. Rev. 321 (1957)—Ed.] 

77 See MopEL CopE oF EvIDENCE 306-12 (1942); 1 MorGan, Basic ProBLEMs oF Evi- 
DENCE 30-41 (1954) ; McBaine, Burden of Proof: Presumptions, 2 U.C.L.A. L. Rev. 13, 
25-28 (1954). 

78 MODEL CoDE OF EVIDENCE 309 (1942). 

79 Morgan, Instructing the Jury Upon Presumptions and Burden of Proof, 47 Harv. L. 
Rev. 59, 60-62 (1933). 

80 See MopEL CoDE oF EvIDENCE 309-311 (1942). The view that a presumption affects 
only the burden of producing evidence was stated by Professor Thayer and adopted in 
Wigmore’s Evidence. THAYER, PRELIMINARY TREATISE ON EVIDENCE AT THE COMMON 
Law 336, 339, 346, 380-384 (1898) ; 9 WiaMorE, EvipENcE § 2487 (3d ed. 1940). Under 
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For present purposes, this controversy is unimportant because 
the taxpayer has both evidentiary burdens; nothing is added to the 
taxpayer’s normal burdens, whichever view is taken of the amount 
of evidence required to rebut a presumption. It is notable, however, 
that of the presumptions created by the Code, certain specify the 
amount of evidence required for rebuttal while others do not. Thus, 
the presumptions created by sections 533(a) and 672(c) specifically 
require that they shall stand unless rebutted by a ‘‘ preponderance 
of the evidence.’’ Sections 341(c) and 2035(b), on the other hand, 
merely provide that the presumption shall stand unless the con- 
trary is ‘‘shown.’’ * In view of the taxpayer’s burden of persua- 
sion of the non-existence of the presumed fact by a preponderance 
of the evidence, the difference between these sections is not ma- 
terial and perhaps only illustrates the imprecision of Congress in 
dealing with the presumption provisions. 

Apart from the function of a presumption as imposing one or 
both burdens on the party against whom it is operative, there is 
authority ** for the view that presumption is evidence of the pre- 
sumed fact. Analogous to this is the view, for which there is also 
authority,** which requires the trier of the fact to give some per- 
suasive effect to a presumption even though it is not regarded as 
evidence. Where the party against whom a presumption is oper- 
ative has both burdens, the adoption of either of these views would 
give the presumption some effect. . 

An early and leading case on the role of a presumption when it 
operates against the party having the burden of persuasion is 
Lisbon v. Lyman.** One of the issues in the case was whether a 


this view of a presumption, for example, if the issue is whether a certain document was 
received and if the mailing of the document is established, giving rise to a presumption 
of receipt, denial of receipt rebuts the presumption and eliminates it entirely from the 
case. 9 WIGMORE, op. cit. supra § 2519. The evidence of mailing, of course, remains for 
whatever weight the trier wishes to give it. 

81 Judicial interpretations of when the contrary has been ‘‘shown’’ as to the pre- 
sumption of contemplation of death under the statutory predecessors to section 2035(b) 
of the 1954 Code have not been consistent. Thus, some cases have taken the view that the 
statutory presumption requires disproof of contemplation of death by a preponderance 
of the evidence (Farmers’ Loan & Trust Co. v. Bowers, 98 F.2d 794 (2d Cir. 1938), cert. 
denied, 306 U.S. 648 (1939); Frederick P. Ader, 40 B.T.A. 582 (1939)), while others 
have stated that this presumption, ‘‘like any other,’’ merely stands in the absence of 
legally sufficient evidence to the contrary (First Trust & Deposit Co. v. Shaughnessy, 
134 F.2d 940 (2d Cir. 1943), cert. denied, 320 U.S. 744 (1943); see Belyea’s Estate v. 
Comm ’r, 206 F.2d 262, 267 (3d Cir. 1953) (dictum) ). 

82 See cases cited in note 91 infra. 

88 See Worth v. Worth, 48 Wyo. 441, 49 P.2d 649 (1935). 

8449 N.H. 553 (1870). f ® 
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minor had been emancipated at a certain time, and on this issue 
the plaintiff had the burden of persuasion. The trial court in- 
structed the jury that there is a presumption against the emanci- 
pation of a minor which could be taken into account by them as one 
element of evidence and weighed in connection with all of the testi- 
mony. Verdict and judgment were given for the plaintiff. On appeal 
by the defendant, the Court stated that the instruction was erro- 
neous although not ground for reversal, since the error was in 
favor of the appellant. The analysis by the Court of the relation- 
ship between the plaintiff’s burden of persuasion and the presump- 
tion is highly pertinent to the problem under consideration. It was 
stated : * 


The burden of proof was on the plaintiff; and this burden was not sus- 
tained, unless the plaintiff proved it by a preponderance of all the evidence 
introduced on the subject. But it was not necessary for the plaintiff to pro- 
duce anything more than the slightest preponderance; or to produce a pre- 
ponderance of anything but evidence. . . . It was not necessary that the evi- 
dence of the plaintiff should be heavier than the defendant’s evidence 
increased by the indeterminate weight of a legal presumption. If the plain- 
tiff’s evidence was heavier than the defendant’s evidence, it was heavy 
enough to prove emancipation. 

If there was a presumption of law that minors are not emancipated, it 
amounted to no more than this, the plaintiff alleging emancipation had the 
burden of proof; and that was known without the assistance of a presump- 
tion. A legal presumption is a rule of law—a reasonable principle, or an 
arbitrary dogma—declared by the court. There may be a difficulty in weigh- 
ing such a rule of law as evidence of a fact, or in weighing law on one side, 
against fact on the other. 

... The assignment of the burden of proof to one party, and the benefit 
of the legal presumption to the other, is a double and unjust use of one and 
the same thing. 

... The presumption against the freedom of minors, was not an element 
of evidence; could not be weighed as evidence; and it does not appear that 
any use could rightfully be made of it in the case. It was put into the scale 
with the defendant’s evidence, where it would be likely to mislead the jury, 
and give the defendant a material advantage to which he was not en- 
titled. ... 


The same procedural situation existed in the case of Board of 
Water Commissioners v. Robbins.** This was an action by an 
official body for breach of contract, in which there was a counter- 
claim that the plaintiff was guilty of fraud in inducing the making 
of the contract. Judgment was given for the defendants on this 
counterclaim after a jury trial. On appeal, the plaintiff assigned as 


85 Lisbon v. Lyman, 49 N.H. 553, 563-564 (1870). 
86 82 Conn. 623, 74 Atl. 938 (1910). 
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error the failure of the judge to charge the jury ‘‘that fraud was 
never to be presumed but must be clearly proved by the party alleg- 
ing it, and that plaintiff being an official body charged with the per- 
formance of governmental duties, would be presumed to have acted 
honestly and fairly in the performance of these duties.’’ The appel- 
late court rejected the plaintiff’s contention, stating: ** 


Presumptions like that appealed to have no probative force. They per- 
form an office in the absence of evidence, so that one who has cast upon him 
the burden of proof as to a given proposition may be enabled to sustain that 
burden upon the strength of a presumption without the presentation of 
proof. When such a presumption is advanced in favor of one upon whom 
the burden of proof does not rest, it really adds nothing to the duty or bur- 
den of the other party, since the latter is already under the obligation to 
present proof in support of his contention, and the presumption only re- 
iterates that obligation. 


Other courts in more recent decisions have followed the rule of 
these two ecases.** Justice Lummus of the Supreme Judicial Court 
of Massachusetts has stated this position in several decisions. In 
the case of Brown v. Henderson,” involving a statutory presump- 
tion of the plaintiff’s due care where the defendant, without the 
presumption, had the burden of persuasion on the issue of contrib- 
utory negligence, his concurring opinion puts the matter quite 
vividly : 

The statutory presumption .. . is like a handkerchief thrown over some- 
thing covered by a blanket. 


In a subsequent case he stated: *° 


Indeed, a presumption, using the term in its technical and proper sense, 
can have no operative effect unless it assists the party having the burden 
of proof. 


87 Board of Water Commissioners v. Robbins, 82 Conn. 623, 640, 74 Atl. 938, 945 
(1910). 

88 See Ross v. Pendergast, 353 Mo. 300, 305, 182 S.W.2d 307, 309 (1944) ; MacDonald 
v. Ogan, 61 Idaho 553, 560, 104 P.2d 1106, 1109 (1940). But cf. Cornelius v. Cornelius, 
233 Mo. 1, 185 S.W. 65 (1911); Department of Finance v. Union Pacific R.R., 61 Idaho 
484, 104 P.2d 1110 (1940). 

89 285 Mass. 192, 196, 189 N.E. 41, 43 (1934) (concurring opinion of Justice Lummus). 

90 Epstein v. Boston Housing Authority, 317 Mass, 297, 302, 58 N.E.2d 135, 139 (1944) 
(dictum) ; see also Perry v. Boston Elevated Ry. Co., 322 Mass. 206, 209, 76 N.E.2d 653, 
655 (1948). These decisions represent a departure from earlier Massachusetts cases. See 
Clifford v. Taylor, 204 Mass. 358, 361, 90 N.E. 862, 863-64 (1910) ; Commonwealth v. 
Spencer, 212 Mass. 438, 453, 99 N.E. 266, 272 (1912); Taylor v. Creeley, 257 Mass. 21, 
29, 152 N.E. 3, 5 (1926); Commonwealth v. Clark, 292 Mass. 409, 415, 198 N.E. 641, 
645 (1935). Although Massachusetts follows the Thayer-Wigmore view as to the effect 
of a presumption, a reference by the judge to the presumption in his charge to the jury 
is not necessarily reversible error. Compare Brown v. Henderson, supra note 89, with 
Epstein v. Boston Housing Authority and Perry v. Boston Elevated Ry. Co., both supra. 
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On the other hand, the courts of a number of states hold ™ that 
a presumption is evidence of the fact presumed, so that the pre- 
sumption can be weighed as evidence against evidence to the con- 
trary. Decisions in these states require submission to the jury of 
cases in which uncontradicted evidence is opposed only by a pre- 
sumption.” It should be noted, however, that decisions to this effect 
are based largely, although not entirely, on procedural code pro- 
visions which treat presumptions as a kind of evidence.** The weight 
of authority, moreover, is to the contrary.” 

Upon analysis, the view that a presumption is evidence of the 
presumed fact is seen to involve a mental operation which is im- 
possible.* The basic fact of a presumption may be probative of the 
presumed fact or it may have no probative value and exist only for 
reasons of policy.** But in any event, the presumption is not a fact 
but a rule of law requiring a certain fact to be assumed. It is mani- 
festly impossible to weigh a rule of law against facts.” It is essen- 
tially for this reason that the position that a presumption is evi- 
dence is dismissed by legal writers. 

Closely related to the view that a presumption is evidence is the 


91 Smellie v. Southern Pac. Co., 212 Cal. 540, 299 Pac. 529 (1931) ; Speck v. Sarver, 20 
Cal.2d 585, 128 P.2d 16 (1942); Lewis v. New York Life Ins. Co., 113 Mont. 151, 124 
P.2d 579 (1942) ; Wyckoff v. Mutual Life Ins. Co. of New York, 173 Ore. 592, 147 P.2d 
227 (1944); Provident Life & Accident Ins. Co. v. Prieto, 169 Tenn. 124, 161-168, 83 
S.W.2d 251, 265-268 (1935). A decision giving this effect to the contemplation of death 
presumption is Shwab v. Doyle, 269 Fed. 321, 333 (6th Cir. 1920), rev’d on other 
grounds, 258 U.S. 529 (1922). 

92 See Smellie v. Southern Pac. Co. and Lewis v. New York Life Ins. Co., both supra 
note 91; Morgan, Presumptions, 10 Rutcrers L. Rev. 512, 518 (1956). 

93 Thus, of the cases cited in note 91 supra, the California, Montana and Oregon cases 
are based on similar procedural statutory provisions, while the Tennessee case is not 
based on statute. See Wyckoff v. Mutual Life Ins. Co. of New York, supra note 91, at 
599-603 ; 147 P.2d at 230-232 (dissenting opinion). 

94 Worth v. Worth, supra note 83, at 450, 44 P.2d at 651; Wyckoff v. Mutual Life Ins. 
Co. of New York, supra note 91, at 599-600, 147 P.2d at 230-231; McBaine, supra 
note 77, at 21 n.18; Morgan, The Law of Evidence, 1941-1945, 59 Harv. L. Rev. 481, 
501 (1946). In the case of New York Life Insurance Co. v. Gamer, 303 U.S. 161, 171 
(1938), the Supreme Court, dealing with the presumption against suicide, held that ‘‘the 
presumption is not evidence and may not be given weight as evidence.’’ 

95 For a searching examination of the rule that presumptions are evidence, leading to 
the conclusion that such a rule is unsound, see MeBaine, Presumptions; Are They Evi- 
dence?, 26 Cauir. L. Rev. 519 (1938). 

96 McBaine, supra note 95, at 534, and supra note 77, at 23; Morgan, Some Observa- 
tions Concerning Presumptions, 44 Harv. L. REv. 906, 924-931 (1931). 

97 Lisbon v. Lyman, supra note 85; Board of Water Commissioners v. Robbins, supra 
note 87; MopEL CopE or EvipENCE 311 (1942) ; McBaine, supra note 95, at 546; Morgan, 
supra note 96, at 908, and supra note 79, at 73-74. 

98 See authorities cited in note 97 supra; THAYER, op. cit. supra note 80, at 314, 337— 
339; 9 WiGMORE, op. cit. supra note 80 § 2491. 
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position that the trier should be allowed to give some persuasive 
effect to presumptions based on social policy.®® This was the posi- 
tion taken by the Supreme Court of Wyoming in the case of Worth 
v. Worth *®™ in a long and closely-reasoned opinion, in which it was 
held to be error to refuse to charge a jury as to a presumption, 
even though the presumption operated against the party having 
the burden of persuasion and even though the Court did not adopt 
the view that a presumption is evidence.’ The action was one for 
alienation of affections brought by a wife against her husband’s 
parents. The presumption in question was that advice given by a 
parent to a child is given in good faith. Although rejecting the 
view that the presumption was evidence, the Court was unwilling 
to hold that the presumption had no effect in this situation. After 
referring to the decisions of Lisbon v. Lyman and Board of Water 
Commissioners v. Robbins, the Court declined to follow them, stat- 
ing that if the view of those decisions were followed the presump- 
tion ‘‘would, as far as the jury is concerned, be but a phantom. It 
is hardly possible that a presumption such as we are dealing with 
here can be of that nature.’’ *? 

The Supreme Judicial Court of Massachusetts, on the other 
hand, did not hesitate to hold that a statutory presumption pro- 
vision operating against the party who, by virtue of the same pro- 
vision, also had the burden of persuasion, was, in effect, but a phan- 
tom.’ In approving the charge of the trial court which stated the 
allocation of the burden of persuasion but did not mention the pre- 
sumption, the Court was not moved by the argument that this 
would deprive the statutory presumption of any effect. It was 
stated : * 


It is not necessary for us to find some practical operative effect that can 
be given the statutory presumption, in order to satisfy the general rule that 
every word of a statutory enactment is to be given effect if reasonably pos- 
sible. .. . The word ‘‘presumed’’ was used in its technical sense, and in 
that sense it can hardly have any effect, since it is overshadowed by the 
change in the burden of proof made by the same statute. 

When the statute cast upon the defendant the burden of proving con- 
tributory negligence of the plaintiff, it did more for the plaintiff than a 


99 See Morgan, supra note 92. 

100 48 Wyo. 441, 49 P.2d 649 (1935). 

101 Worth v. Worth, 48 Wyo. 441, 450, 49 P.2d 649, 651 (1935). 

102 Td. at 461, 49 P.2d at 656. 

103 Perry v. Boston Elevated Ry. Co., 322 Mass. 206, 76 N.E.2d 653 (1948). 
104 Jd. at 209-210, 76 N.E.2d at 655-656 (opinion of Justice Lummus), 
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mere technical presumption could do.“%! A presumption in the technical 
sense can have no operative effect unless it assists the party having the bur- 
den of proof. ... When the judge told the jury that the burden of proof 
of contributory negligence is on the defendant, he stated the whole practical 
effect of the statute. To attempt a discussion of the so called presumption 
would do the plaintiff no additional good, but would tend to complicate the 
charge and confuse the jury. .. . The judge, in our opinion, dealt with the 
statute not only correctly, but also wisely. 


Although the doctrine of Worth v. Worth’ is also criticized,’™ 
this position is not without support. Thus, Professor McCormick 
states, as supporting the practice of charging the jury as to a pre- 
sumption when it operates against the party having the burden of 
persuasion : 7° 


In such a case under the orthodox view the presumption would be swal- 
lowed up in the larger instruction that the plaintiff has the burden on every- 
thing he has pleaded. This smothers any hint of the recognized policy or 
probabilities behind the particular presumption. 


It is the practice, moreover, in a number of states to refer to 
applicable presumptions in jury charges.’*”® Such a practice is con- 
sistent either with the view that presumptions are evidence or with 
the doctrine of Worth v. Worth, although not necessarily based on 
either of these positions. The comment appended to rule 14 of the 
Uniform Rules of Evidence refers to this practice with approval. 
It does not appear, however, that the reporters responsible for the 
Uniform Rules of Evidence thereby intended to indicate either that 
presumptions are evidence or that they may be given some per- 
suasive effect by the trier of fact.” 

With respect to the presumption provisions under consideration, 


105 Massachusetts follows the Thayer-Wigmore view that a presumption affects only 
the burden of producing evidence. See Epstein v. Boston Housing Authority, supra note 
90, at 302, 58 N.E.2d at 139. Since, however, the statute imposed the burden of persuasion 
on the party against whom it also created a presumption, the decision of the Court 
would have been the same even if the effect of a presumption under Massachusetts law 
were to shift the burden of persuasion. 

106 48 Wyo. 441, 49 P.2d 649 (1935). 

107 See Morgan, supra note 92, at 518. 

108 McCorRMICK, HANDBOOK OF THE LAW OF EVIDENCE 672 (1954). 

109 Id. at 665-668 ; UN1rorM RuLEs or EvIDENCE rule 14, comment (1953). 

110 The comment is appended to rule 14, which provides that presumptions whose basic 
facts are probative of the presumed fact fix the burden of persuasion. It seems to be 
assumed by the authors of the comment that a policy of not mentioning the presumption 
to the jury, while required by the Thayer view of presumptions as shifting only the 
burden of producing evidence, is inconsistent with the view of the effect of presumption 
adopted in rule 14. Obviously, this is not the case, since if a presumption fixes the burden 
of persuasion, it can be given effect by charging the jury as to that burden without men- 
tioning the presumption. See Morgan, supra note 79, at 69. 
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there is something to be said in favor of regarding them as evi- 
dence or as having some persuasive effect to be taken into account 
by the trier of fact. This would carry out the Congressional policy 
of weighting the scales somewhat in favor of the Government 
where these particular fact-issues are involved. In fact, unless one 
of these propositions as to the effect of a presumption is accepted, 
we are forced to the conclusion that these presumptions have no 
effect as technical presumptions. 

On the other hand, to adopt either of these views is to import 
into the tax law concepts which are not capable of precise defi- 
nition. To treat a presumption as evidence involves weighing a rule 
of law against facts, which is an impossible operation. To require 
the trier in deciding a question of fact in some way to take into 
account the existence of a presumption seems inadvisable as a 
matter of policy and would put on the trier a function which he 
should not have. It is, for example, impossible to define for the trier 
the extent to which he should rely on the presumption in making 
his finding. It introduces into the fact-finding process a large un- 
known. 

A more forthright approach would be to require, where a pre- 
sumption created by the Code is in effect, that the taxpayer must 
carry his burden of persuasion by something more than a pre- 
ponderance of the evidence, such as a clear preponderance of the 
evidence. Professor Falknor, in an article * on the presumption of 
the plaintiff’s due care in wrongful death actions where the burden 
of persuasion on the issue of the decedent’s contributory negli- 
gence is on the defendant (a procedural situation analogous to that 
presented by the presumptions under the Code), suggests that this 
is the only intelligible effect that can be given to the presumption 
in this situation. On the other hand, while such a solution might be 
clarifying and legislatively desirable, there does not seem room for 
such a view of the Code provisions as a matter of statutory con- 
struction. Thus, as above stated, as to two of the presumption pro- 
visions,!”? the Code specifies the measure of proof required of the 
taxpayer, namely, a preponderance of the evidence. In addition, 
Congress has, by requiring a preponderance of evidence in some of 
the procedural sections and a clear preponderance in others,’ 
articulated the difference of degree of proof involved. 


111 Falknor, Notes on Presumptions, 15 WasuH. L. Rev. 71 (1940); see also Morgan, 
Presumptions, 12 Wasu. L, REv. 255, 274-275, 280 (1937). 

112 T.R.C. §§ 533(a) and 672(e) (1954). 

113 T.R.C. §§ 357 and 1551 (1954). 
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The statutory history of the procedural sections, moreover, 
shows changes in the degree of proof required, so as to limit the 
permissible area of judicial construction. The present presumption 
arising from unreasonable accumulations began as a rule of prima 
facie evidence,** became a presumption requiring rebuttal by a 
clear preponderance of the evidence,’ and then was reduced to a 
presumption requiring rebuttal by a preponderance of the evi- 
dence.’ Also there were in the process of enactment of the 1954 
Code, changes between the House and Senate bills as to some of 
the procedural sections in the way of diminishing the degree of 
proof required of the taxpayer." 

There is very little material in the tax decisions as to the precise 
effect of a statutory presumption operating against the taxpayer. 
When the problem has been considered against the background of 
the normal procedural situation, the tendency has been to dismiss 
the presumptions as ineffective. 

In several cases involving applications for refund of processing 
taxes paid under the Agricultural Adjustment Act of 1933, the 
present question was presented, which the Supreme Court referred 
to but did not have to decide in the Webre Steib case. These were 
cases in which the margin evidence creating the presumption oper- 
ated against the taxpayer. In these cases the courts held that be- 
cause of the allocation of the burden of proof the presumption 
could not be given effect as a technical presumption."® 

Turning to the special statutory presumptions with which we 
are concerned, the Supreme Court in the case of Wickwire v. 
Reinecke ™® dismissed summarily the two-year presumption of 
contemplation of death under section 402(c) of the Revenue Act of 
1918 ?° in these terms: 


Upon the issue of whether the transfer had been made in contemplation 
of death, the burden of proof was by the terms of the statute upon the 


114 Tariff Act of 1913, c. 16 § II(A) (2), 38 Srat. 166. 

115 Revenue Act of 1938, Sec. 102(¢), 52 Sra. 483. 

116 T.R.C. § 533(a) (1954). 

117 In connection with several of the procedural provisions of the 1954 Code, a require- 
ment of proof on the part of the taxpayer by a ‘‘clear preponderance’’ of the evidence 
contained in the House bill (H.R. 8300, 83d Cong., 2d Sess. (1954) ) was weakened by a 
Senate amendment and became part of the Code in that form. See I.R.C. §§ 269(c), 
433(a), and 672(¢c) (1954). 

118 E, Regensburg & Sons v. Helvering, 130 F.2d 507 (2d Cir. 1942); Henderson v. 
Comm’r, 153 F.2d 442 (5th Cir. 1946); Williams v. Comm’r, 153 F.2d 547 (5th Cir. 
1946). 

119 275 U.S. 101, 105 (1927). 

120 40 Star. 1097. 
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petitioner as indeed it would have been without the special provision of 
the statute, because she was the plaintiff. 


An examination of the other decisions as to this presumption 
reinforces the view that the presumption has no technical function 
as such. Thus, in the case of First Trust & Deposit Co. v. Shaugh- 
nessy,'* the Court stated that the statutory presumption ‘‘like any 
other, merely calls for the opposite party to produce proof in de- 
nial of the issue.’’ This, of course, is no more than is done by the 
usual presumption of correctness of the Commissioner’s deter- 
mination. Accordingly, a subsequent decision ’? pointed out that 
on the basis of this decision the presumption ‘‘adds nothing to the 
normal burden of proof which is imposed upon a taxpayer when- 
ever he challenges an administrative assessment.’’ Other cases hold 
that the presumption is only dispelled by a preponderance of evi- 
dence.’*? But here again it is clear that this is no added burden,'** 
since the taxpayer must furnish such proof even where the pre- 
sumption is not operative, if contemplation of death is in issue.'* 

Courts which have dealt with the statutory provision based on 
unreasonable accumulation of profits have also made the point that 
a statutory presumption in the normal procedural context of a tax 
litigation cannot be assigned a technical function as such. Thus, in 
the opinion of the First Circuit Court in the case of Chicago Stock 
Yards v. Commissioner,’** Judge Magruder analyzed this provision 
in the light of the fact that the taxpayer has the burden of proof 
without it and, citing Brown v. Henderson, stated that the statutory 
provision ‘‘would seem not to amount to much.’’ Similarly, the 


121 134 F.2d 940, 941 (2d Cir. 1943), cert. denied, 320 U.S. 744 (1943). 

122 Belyea’s Estate v. Comm’r, supra note 81. 

123 Farmers’ Loan & Trust Co. v. Bowers and Frederick P. Ader, both supra note 81. 

124 See Humphrey ’s Estate v. Comm’r, 162 F.2d 1, 2 (5th Cir. 1947). 

125 Oliver v. Bell, 103 F.2d 760 (3d Cir. 1939) ; Smails v. O’Malley, 127 F.2d 410 (8th 
Cir. 1942) ; Liebmann v. Hassett, 50 F.Supp. 537, 541 (D.Mass. 1943), rev’d on another 
issue, 148 F.2d 247 (1st Cir. 1945); Dierks v. United States, 86 F.Supp. 832, 838-839 
(D.Kan. 1949). But cf. Meyer v. United States, 60 Ct.Cl. 474, 483 (1925); C. D. 
Lehman, 6 B.T.A. 791 (1927); Armin L. Kelly, 8 B.T.A. 1193, 1196 (1927). A number 
of cases give the presumption of contemplation of death an indeterminate effect as a 
factor supporting a finding in favor of the Government. See McClure v. Comm’r, 56 F.2d 
548 (5th Cir.), cert. denied, 287 U.S. 609 (1932); Second National Bank, 12 B.T.A. 
1066 (1928); Estate of George A. Wheelock, 13 B.T.A. 828 (1928); Estate of Henry 
Monroe Springer, 45 B.T.A. 561 (1941) ; Estate of Don Murillo Brockway, 18 T.C. 488, 
495 (1952), aff’d, 219 F.2d 400 (9th Cir. 1954). At least one case approved the view that 
the trier could properly take the presumption into account in weighing the evidence on 
the issue of contemplation of death. Shwab v. Doyle, 269 Fed. 321, 333 (6th Cir. 1920), 
rev’d on another ground, 258 U.S. 529 (1922). Contra: Kentucky Trust Co. v. Glenn, 217 
F.2d 462 (6th Cir. 1954). 

126 129 F.2d 937, 948 (1st Cir. 1942), rev’d, 318 U.S. 693 (1943). 
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Court of Claims in the case of Williams Investment Co. v. United 
States **’ characterized the statutory provision from the point of 
view of its function in a lawsuit as ‘‘entirely unnecessary”’’ since it 
‘‘simply places the burden upon plaintiff, just where it is in all tax 
cases, to show the tax is wrongfully assessed.”’ 

In the earlier case of United Business Corporation v. Commis- 
sioner,’*® the Court had stated as to the provision based on un- 
reasonable accumulations of profits that ‘‘the presumption does no 
more than make the taxpayer show his hand.’’ Since, as we have 
noted, the taxpayer must show his hand to satisfy his usual burden 
of producing evidence, this view of the presumption does not add 
to that burden. 

Our analysis thus leads to the conclusion that the presumption 
provisions of the Code do not have any function as presumptions 
in the normal case in which they are operating against a taxpayer 
having both burdens.’”® In the exceptional case in which the tax- 
payer’s liability under one of the sections we are considering is 
asserted for the first time in the Government’s answer, the result 
is otherwise. In such a case both burdens are on the Government, 
so that when the basic fact is established the presumption will be 
operative and will shift either the burden of producing evidence or 
both burdens to the taxpayer.’® It was not, however, with this ex- 
ceptional situation in mind that the presumption provisions were 
added to the Code. 


V 


If we decide that the provisions of the 1954 Code creating pre- 
sumptions do not have any function as technical presumptions, 
should we conclude that these provisions are toothless, inserted 


12777 Ct.Cl. 396, 420-421, 3 F.Supp. 225, 236-237 (1933) (concurring opinion). Both 
this case and the case of Chicago Stock Yards v. Comm’r, 129 F.2d 937, 948 (1st Cir. 
1942), rev’d, 318 U.S. 693 (1943), arose under procedural provisions making the exist- 
ence of unreasonable accumulations of profits ‘‘ prima facie evidence’’ of the purpose to 
avoid surtax rather than a technical presumption of such purpose, as did subsequent 
statutory provisions, beginning with the Revenue Act of 1938, Sec. 102(¢), 52 Srar. 
483. Both Courts, however, referred to the applicable provisions as ‘‘ presumptions’’ and 
discussed their function as such in relation to the normal burdens of the taxpayer. 

128 62 F.2d 754, 755 (2d Cir. 1933), cert. denied, 290 U.S. 635 (1933). But ef. Trico 
Products Corp. v. Comm’r, 137 F.2d 424, 426 (2d Cir. 1943), cert. denied, 320 U.S. 799 
(1943). 

129 Cf. Falknor, supra note 111, at 74; MeBaine, supra note 95, at 543; Morgan, supra 
note 79, at 69-70. 

130 Estate of Nathalie Koussevitzky, 5 T.C. 650 (1945); Comm’r v. Hofheimer’s 
Estate, 149 F.2d 733 (2d Cir. 1945) (dissenting opinion). — 
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into the Code merely as deterrents ™! or as aids to enforcement 
upon the administrative level '** but without any legal effect in a 
trial? It is, on the contrary, the writer’s conclusion that the pre- 
sumption provisions do have a technical function in aid of the Gov- 
ernment in a trial even though they do not add to the taxpayer’s 
evidentiary burdens; the function is that of a statutory rule of 
prima facie evidence. According to this view, those sections pur- 
porting to create technical presumptions and those providing that 
certain facts shall constitute prima facie evidence of another state 
of facts have the same legal effect, in spite of the usual difference 
in meaning between these two types of provisions. 

When, therefore, the presumption provisions state that on cer- 
tain facts being established, the ultimate fact determining liability 
shall, unless shown to the contrary, be taken to exist, they mean in 
effect no more than that on such facts being established the trier 
may find the ultimate fact to exist. 

The function of the statutory rules creating presumptions, so 
construed, may be described as follows. The basic fact from which 
a presumption arises may or may not have a logical tendency to 
prove the presumed fact. If the logical connection does not exist, 
the reasons for creating the presumptions are in the realms of pro- 
cedural convenience and social policy.’** Such presumptions are 
actually rules regulating the burden of proof; into this category 
falls the presumption of correctness of the Commissioner’s deter- 


mination.?** 





181 In the Senate debate on the Revenue Act of 1938, it was stated as one of the 
reasons for an amendment strengthening the provision of existing law as to the effect 
of unreasonable accumulations of earnings and profits: ‘‘We think that provision in 
itself will foree many corporations which have accumulated vast reserves to stop their 
former practices, and to begin to distribute the profits.’’ 83 Cone. Rec. 4929 (1938). 

132 In Belyea’s Estate v. Comm’r, supra note 81, the Court stated as to the contempla- 
tion of death presumption under section 811(c) of the 1939 Code, as amended, 63 Star. 
894 (1949): ‘‘This provision enables the taxing authorities to assess estate taxes upon 
the value of such gifts without inquiring into the circumstances of such donation. But, 
if the taxpayer contests such an assessment, there is persuasive authority for the position 
that the quoted language adds nothing to the normal burden of proof which is imposed 
upon a taxpayer whenever he challenges an administrative assessment. . . .’’? See Wil- 
liams Investment Co. v. United States, 77 Ct.Cl. 396, 420, 3 F.Supp. 225, 236 (1933) 
(concurring opinion) ; Cornett-Lewis Coal Co. v. Comm’r, 141 F.2d 1000, 1005 (6th Cir. 
1944) (processing tax). 

138 See Morgan, supra note 79, at 77; Morgan, Tot v. United States: Constitutional 
Restrictions on Statutory Presumptions, 56 Harv. L. Rev. 1324 (1943). Rule 14 of the 
Uniform Rules of Evidence classifies presumptions as to whether or not the basic fact has 
probative value as evidence of the presumed fact and assigns different effects to the two 
classes of presumptions, 

134 Welch v. Helvering, 290 U.S. 111, 115 (1933) ; Helvering v. Talbott’s Estate, 116 


























1957] STATUTORY PRESUMPTIONS IN DETERMINING TAX LIABILITY 405 


The presumptions created by the sections of the Code we are con- 
sidering, on the other hand, fall into the category of presumptions 
based on the establishment of facts having (or considered by Con- 
gress to have) ** a logical tendency, apart from the statutory rule, 
to prove the presumed fact. Thus, the First Circuit Court in the 
Chicago Stock Yards case * pointed out that a procedural pro- 
vision based on unreasonable accumulations of profits in connection 
with the surtax on tax-avoidance accumulations ‘‘has a logical core 
which would have significance even without the specific provision’’ 
of the statute and that ‘‘the weight of such evidence would vary 
with the circumstances.’’ When such a presumption has been re- 
butted, the basic fact remains in the case to be weighed by the trier 
along with the other evidence.'** 

The decision of the Supreme Court in the Webre Steib case 1** 
hinges on the continued functioning of the basic fact of a logically- 
based presumption after the presumption as such has been re- 
butted. In that case the basic fact was that the taxpayer’s margin 
of profit was greater during the base period than during the tax 
period, and the presumption arising therefrom was that he had 
borne the tax burden. The Processing Tax Board of Review in find- 
ing for the taxpayer had relied on the presumption. The Fifth Cir- 
cuit Court had reversed on the ground that the presumption had 
been dissipated by the Government’s evidence tending to show the 
contrary of the presumed fact. The Supreme Court held that the 
presumption as such had been rebutted by the Government’s le- 
gally sufficient evidence contrary to the presumed fact. In this re- 
spect it took the view that the Processing Tax Board of Review 


F.2d 160 (4th Cir. 1940) ; Kentucky Trust Co. v. Glenn, 217 F.2d 462, 465-466 (6th Cir. 
1954) ; Wiget v. Becker, 84 F.2d 706, 707-708 (8th Cir. 1936); J. M. Perry & Co. v. 
Comm’r, 120 F.2d 123, 124 (9th Cir. 1941). 

135 Cf. DeWind and Anthoine, Collapsible Corporations, 56 Cotum. L. Rev. 475, 510- 
512 (1956). 

136 Chicago Stock Yards Co. v. Comm’r, 129 F.2d 937, 950 (1st Cir. 1942), rev’d, 318 
U.S. 693 (1943). The case involved section 104 of the Revenue Acts of 1928 (45 Srar. 
814 (1929)) and 1932 (47 Srar. 195 (1933)). Under section 104(b) of those statutes 
the fact that a corporation was a mere holding or investment company or that the gains 
or profits were permitted to accumulate beyond the reasonable need of the business was 
only ‘‘prima facie evidence’’ of a purpose to escape the surtax. Although section 102(c) 
of the Revenue Act of 1938, 52 Srat. 483, increased the effect of the fact of unreason- 
able accumulations by making it ‘‘determinative’’ of the forbidden purpose unless re- 
butted (and this wording, making the procedural device a technical presumption is car- 
ried over into section 533(a) of the 1954 Code), the comments of the Court as to the 
logical basis of the earlier provision is equally applicable to the subsequent provision. 

137 9 WIGMORE, op. cit. supra note 80 § 2491(3) ; McCormick, op. cit. supra note 108 
§ 311. : 

188 Webre Steib Co. v. Comm’r, 324 U.S, 164, 173-174 (1945). 
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had erred in relying upon the rebutted presumption. The Court 
stated,’** however, that a finding for the Government was not neces- 
sarily indicated, since the Processing Tax Board of Review, in re- 
lying on the presumption, might not have weighed the evidence, 
including the margin evidence upon which the presumption was 
based. 

The case was, therefore, remanded for a new trial to permit the 
Processing Tax Board of Review to weigh such evidence along 
with the other evidence in the case. The Court stated as to the 
statutory presumption,’ ‘‘Congress apparently believed that the 
rational connection was strong enough to justify’’ a finding on the 
basis of it. Similarly, as to the presumptions presently under con- 
sideration, it may be stated that although normally they have no 
function as technical presumptions, they do indicate the view of 
Congress that the basic facts would justify a finding in favor of 
the Government. 

Such a statutory rule of evidence is within the competence of the 
legislature if it has some logical basis. A pertinent instance of such 
a statute in the non-tax field is that involved in the case of Luria v. 
United States.*1 That case involved a proceeding to cancel, as 
fraudulently procured, a certificate of citizenship theretofore issued 
to Luria. The District Court issued a decree cancelling Luria’s cer- 
tificate of citizenship as fraudulently obtained, on the ground that 
at the time of its issuance he did not intend to become a permanent 
citizen of the United States. The applicable statute *** provided 
that if a naturalized citizen should, within five years of the issuance 
of his certificate of naturalization, return to his native country or 
take up residence in a foreign country, ‘‘it shall be considered 
prima facie evidence of a lack of intention on the part of such alien 
to become a permanent citizen of the United States at the time of 
filing his application for citizenship, and, in the absence of counter- 
vailing evidence it shall be sufficient in the proper proceeding to 
authorize the cancellation of his certificate of citizenship as fraud- 
ulent....’’ Luria had become a resident of a foreign country during 
the statutory five-year period and the District Court held that his 
naturalization should be cancelled by virtue of this statutory rule 
of prima facie evidence, finding that there was no sufficient counter- 
vailing evidence. In this ruling the District Court was upheld by 
the Supreme Court, which rejected an attack on the constitution- 


189 Td. at 168-169. 

140 Td. at 173. 

141 231 U.S. 9 (1913). 

142 Act of June 29, 1906, c.3592, § 15, 34 Star. 601 (1907). 
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ality of the statutory rule. The Supreme Court reaffirmed the power 
of Congress to enact a rule of evidence, provided that it has a ra- 
tional basis, and defined the latitude of the legislative body in the 
particular context as follows: ** 


That the taking up of a permanent residence in a foreign country shortly 
following naturalization has a bearing upon the purpose with which the 
latter was sought and affords some reason for presuming that there was an 
absence of intention to reside permanently in the United States is not de- 
batable. No doubt, the reason for the presumption lessens as the period be- 
tween the two events is lengthened. But it is difficult to say at what point 
the reason so far disappears as to afford no reasonable basis for the pre- 
sumption. Congress has indicated its opinion that the intervening period 
may be as much as five years without rendering the presumption baseless. 
That period seems long, and yet we are not prepared to pronounce it cer- 
tainly excessive or unreasonable. But we are of the opinion that as the inter- 
vening time approaches five years the presumption necessarily must weaken 
to such a degree as to require but slight countervailing evidence to over- 
come it. On the other hand, when the intervening time is so short as it is 
shown to have been in the present case, the presumption cannot be regarded 
as yielding to anything short of a substantial and convincing explanation. 
So construed, we think the provision is not in excess of the power of Con- 
gress. 


The provisions of the Code which in terms create technical pre- 
sumptions, as well as those stating rules of prima facie evidence, 
are of the same order as the statutory rule in the Luria case. They 
are legislative definitions of what constitutes a prima facie case of 
one of the essential elements of tax liability. Although the facts 
giving rise to the statutory rule would be some evidence of such 
liability apart from the statute, the courts, in the absence of a 
statutory provision, might or might not hold the facts to have the 
weight given them by statute.** Unreasonable accumulations of 
earnings and profits, for example, are such strong evidence of the 
purpose of avoiding payment of income tax by shareholders, that 
such evidence should clearly be legally sufficient to make out a 
prima facie case for the Government apart from the Code.’* On 


143 Luria v. United States, 231 U.S. 9, 27 (1913). 

144 See MoDEL CoDE oF EVIDENCE 307-308 (1942) ; McCorMICcK, op. cit. supra note 108, 
at 660; Morgan, supra note 133, at 1325. 

145 Although purpose is said to be the touchstone of liability for this tax (see World 
Pub. Co. v. United States, 169 F.2d 186, 187 (10th Cir. 1948)) and the tax has been 
applied in the absence of unreasonable accumulations (see United Business Corp. v. 
Comm’r, 62 F.2d 754 (2d Cir. 1933), cert. denied, 290 U.S. 635 (1933) ), a finding of the 
existence of the proscribed purpose is quite likely to depend upon a finding of unreason- 
able accumulations: See Chicago Stock Yards Co. v. Comm’r, supra note 136; United 
States v. R. C. Tway Coal Sales Co., 75 F.2d 336, 337 (6th Cir. 1935) (dictum); Jones 
v. Koma, Inc., 218 F.2d 530, 531 (10th Cir. 1955) (dictum); cf. Gus Blass Co., 9 T.C. 
15 (1947), appeal dismissed, 168 F.2d 833 (8th Cir. 1948). 
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the other hand, the three-year period chosen for the statutory in- 
ference as to contemplation of death would not necessarily be held 
to make out a prima facie case independently of the statute. The 
mathematically precise basis of the collapsible corporation pre- 
sumption,'** of course, could not have been evolved judicially. 

To say that the basic facts make out a prima facie case for the 
Government is not to say that the presumptions are to be weighed 
as evidence or that the basic facts are to be given extra weight by 
the trier of fact ** because of their statutory sanction. Rather it 
means that the basic facts have only their normal probative value 
and that the trier may as a matter of law find in favor of the Gov- 
ernment on the basis of such facts. 

Even though the taxpayer has both the initial burden of pro- 
ducing evidence and the burden of persuasion, a statutory rule of 
prima facie evidence in favor of the Government may play a vital 
role in the trial of a tax case, particularly where one of the essen- 
tial elements of liability is subjective. At the outset of the trial the 
Government is favored by the presumption of correctness of the 
Commissioner’s determination. In order to meet this presumption, 
the taxpayer must produce legally sufficient evidence contrary to 
the Commissioner’s determination.'*® Such evidence must cover all 
essential factual elements on which liability is based '* and must 
not itself ‘‘contain a challenge to the taxpayer’s theory and fur- 
nish the material for destructive analysis.’? °° When the taxpayer 
has introduced evidence contrary to the Commissioner’s determin- 
ation which is legally sufficient to justify a finding in the tax- 
payer’s favor, the initial presumption favoring the Government is 
eliminated from the case, and at that point the only evidence which 
the trier of fact has to consider is the taxpayer’s evidence.’™ 

The presumption of correctness may not be weighed against the 
taxpayer’s evidence.’” Nor is it based on any fact which may be so 
weighed. When, for example, the basic fact of a logically-based pre- 
sumption operating in favor of the taxpayer has been established, 
it has been held that the presumption of correctness is dissipated 


146 T.R.C. § 341(¢) (1954). 

1479 WIGMORE, op. cit. supra note 80 § 2491(3) ; McCormick, op. cit. supra note 108 
§ 311. 

148 See cases cited in note 134 supra. 

149 San Joaquin Brick Co. v. Comm’r, 130 F.2d 220, 225 (9th Cir. 1942). 

150 Manchester Board & Paper Co. v. Comm’r, 89 F.2d 315, 317 (4th Cir. 1937); see 
also Lunsford v. Comm’r, 62 F.2d 741, 742 (6th Cir. 1933) (dictum). 

151 See cases cited in note 134 supra. 

152 Wiget v. Becker, supra note 134; Hemphill Schools, Inc. v. Comm’r, 137 F.2d 961 
(9th Cir. 1943) ; Gillette’s Estate v. Comm’r, 182 F.2d 1010 (9th Cir. 1950). 
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and the taxpayer will prevail unless the Government produces con- 
trary evidence.’ 

It is here that the nature of the factual issues to which these 
procedural devices relate deserves emphasis. In connection with 
questions of subjective fact, the taxpayer or his representatives 
are able to give direct evidence contrary to the ultimate fact on 
which taxability depends.'** Such evidence is at least some evidence 
in the taxpayer’s favor and is necessarily legally sufficient evi- 
dence on the issue to which it relates.’ 

It is true that the taxpayer has the ultimate burden of persua- 
sion when both sides have introduced legally sufficient evidence 1° 
and that the trier need not accept the taxpayer’s own direct evi- 
dence as to his purpose.** The Government may rest its case on the 
chance that the trier of fact will not accept the taxpayer’s evidence 


153 Central Paper Co. v. Comm’r, 199 F.2d 902 (6th Cir. 1952); Arkansas Motor 
Coaches, Ltd. v. Comm’r, 198 F.2d 189 (8th Cir. 1952); Crude Oil Corp. v. Comm’r, 161 
F.2d 809 (10th Cir. 1947) ; cf. Helvering v. Talbott’s Estate, supra note 134. 

154 It has been held that statements by a decedent as to his purpose in making gifts 
are admissible in evidence on the issue whether the gifts were in contemplation of death. 
See Gross v. Rothensies, 56 F.Supp. 340 (E.D. Pa. 1944) ; cf. Slifka v. Johnson, 161 F.2d 
467 (2d Cir. 1947), cert. denied, 332 U.S. 758 (1947). 

155 See Wilson v. Hisner, 282 Fed. 38 (2d Cir. 1922); Whitney v. Comm’r, 73 F.2d 
589 (3d Cir. 1934) ; Ross v. Comm’r, 227 F.2d 265 (5th Cir. 1955); Gazette Pub. Co. v. 
Self, 103 F.Supp. 779, 782-783 (E.D. Ark. 1952); Cecil B. De Mille, 31 B.T.A. 1161 
(1935), aff’d, 90 F.2d 12 (9th Cir.), cert. denied, 302 U.S. 713 (1937) ; Delaware Ter- 
minal Corp., 40 B.T.A. 1180, 1194 (1939); Corporate Investment Co., 40 B.T.A. 1156 
(1939) ; ef. Wooster Rubber Co. v. Comm’r, 189 F.2d 878, 887 (6th Cir. 1951) ; 9 Wie- 
MORE, op. cit. supra note 80 § 2519(1)(B). 

156 Courts frequently mention the burden of proof without distinguishing between the 
two distinct evidentiary burdens which are involved. Frequently, there is no need for 
precision on this point, as where the same party bears both burdens; this is the situa- 
tion in the usual tax case. A distinction between the two burdens is, however, required 
where the party having the burden of producing evidence has not only satisfied it but 
shifted the burden to the other party, or where the mind of the trier of fact is in equi- 
librium. See Uneasville Mfg. Co. v. Comm’r, 55 F.2d 893, 898 (2d Cir. 1932), cert. de- 
nied, 286 U.S. 545 (1932); Long Island Drug. Co. v. Comm’r, 111 F.2d 593 (2d Cir. 
1940), cert. denied, 311 U.S. 680 (1940) ; Dayton Co. v. Comm’r, 90 F.2d 767, 772 (8th 
Cir. 1937) ; Lawrence v. Comm’r, 143 F.2d 456 (9th Cir. 1944); Orvis v. Higgins, 80 
F.Supp. 64, 67 (S.D.N.Y. 1948). The taxpayer’s burden of persuasion is discharged if 
there is a preponderance of evidence in his favor. Burnet v. Niagara Falls Brewing Co., 
282 U.S. 648, 654 (1931); Oliver v. Bell, 103 F.2d 760 (3d Cir. 1939); State Line & 
Sullivan R. Co. v. Phillips, 98 F.2d 651, 653 (3d Cir. 1938), cert. denied, 305 U.S. 635 
(1938) ; Chicago Ry. Equipment Co. v. Blair, 20 F.2d 10, 12 (7th Cir. 1927) ; Smails v. 
O’Malley, 127 F.2d 410 (8th Cir. 1942). It has been indicated that income tax Regula- 
tions which are issued with respect to statutory provisions repeatedly reenacted may 
determine the duty of the taxpayer as to proof of a fact in issue. R. J. Durkee, 8 CCH 
T.C. Mem. Dec. 701, 703-704 (1949), aff’d per curiam, 181 F.2d 189 (6th Cir. 1950) 
(alternative ground of decision). ; 

157 Helvering v. National Grocery Co., 304 U.S. 282, 295 (1938). 
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as satisfying his burden of persuasion.’* But if the taxpayer’s evi- 
dence is strong enough not only to satisfy his burden of producing 
evidence but also to require a finding in his favor in the absence of 
contrary evidence, the burden of producing evidence then shifts 
to the Government.’*? Where, moreover, the only evidence intro- 
duced is that of the taxpayer or a representative of the taxpayer, 
a finding rejecting such evidence may constitute reversible error.’ 
A recent case ** holds that the trier must accept the direct testi- 
mony of the taxpayer as to his purpose, in the absence of proof of 
circumstances inconsistent with such testimony. In another recent 
case 7 the Court stated, in holding that the trier could not prop- 
erly find for the Government as against the taxpayer’s own testi- 
mony, although ‘‘far from satisfactory”’ : *® 


It may not arbitrarily discredit and disregard unimpeached, competent 
and relevant testimony which is uncontradicted. There was sufficient evi- 
dence as to this item to overcome the presumption of correctness of the 
Commissioner’s determination and the Tax Court should not have disre- 
garded it.1% 


158 See McCoRMICK, op. cit. supra note 108, at 637-638, 639. 

159 Wilson v. Eisner, supra note 155; Andrews v. Comm’r, 135 F.2d 314 (2d Cir. 1943), 
cert. denied, 320 U.S. 748 (1943) ; Nichols v. Comm’r, 44 F.2d 157 (3d Cir. 1930) ; Whit- 
ney v. Comm’r, 73 F.2d 589 (3d Cir. 1934); Comm’r v. Isaac Winkler & Bro. Co., 53 
F.2d 580 (6th Cir. 1931); Woodward v. United States, 106 F.Supp. 14, 31-32 (N.D. 
Towa 1952), aff’d, 208 F.2d 893 (8th Cir. 1953) ; Estate of William Walker, 4 T.C. 390, 
400 (1944); Robert J. Dial, 24 T.C. 117, 126-27 (1955); Jacksonville Paper Co., 13 
CCH T.C. Mem. Dec. 728, 760 (1954); Clifford J. Straehley, 14 CCH T.C. Mem. Dec. 
415 (1955); Wichita Terminal Elevator Co. v. Comm’r, 162 F.2d 513, 518 (10th Cir. 
1947) (dissenting opinion). Similarly, where the Government has the burden of producing 
evidence and the evidence introduced is not only strong enough to satisfy that burden 
but also to require a finding for the Government, the burden of producing evidence de- 
volves upon the taxpayer. Cory v. Comm ’r, 126 F.2d 689, 694 (3d Cir.), cert. denied, 317 
U.S. 642 (1942) ; Estate of Nathalie Koussevitzky, supra note 130, at 662; Fada Gobins, 
18 T.C. 1159, 1169 (1952), aff’d per curiam, 217 F.2d 952 (9th Cir. 1955) (transferee 
liability) ; Comm’r v. Hofheimer’s Estate, supra note 130, at 737-738. 

160 Numerous cases hold it to be reversible error to make a finding rejecting the testi- 
mony of the taxpayer on a question of fact where it is unimpeached and not inherently 
improbable. See Sharaf v. Comm’r, 224 F.2d 570 (1st Cir. 1955); Blackmer v. Comm’r, 
70 F.2d 255 (2d Cir. 1934) ; J. H. Robinson Truck Lines, Inc, v. Comm’r, 183 F.2d 739 
(5th Cir. 1950) ; Ross v. Comm’r, 227 F.2d 265 (5th Cir. 1955); A & A Tool & Supply 
Co. v. Comm’r, 182 F.2d 300 (10th Cir. 1950); ef. Quock Ting v. United States, 140 
U.S. 417 (1891) (non-tax); Archer v. Comm’r, 227 F.2d 270 (5th Cir. 1955) ; Carmack 
v. Comm’r, 183 F.2d 1 (5th Cir. 1950), cert. denied, 340 U.S. 875 (1950) ; Joe Balestrieri 
& Co. v. Comm’r, 177 F.2d 867, 874-875 (9th Cir. 1949). 

161 Ross v. Comm’r, supra note 160. 

162 A & A Tool & Supply Co. v. Comm’r, supra note 160. 

163 Id. at 303. 


164 Jd. at 304. 
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The legislative materials, in discussing these procedural pro- 
visions, frequently contain statements *® that their purpose is to 
shift the burden of proof to the taxpayer. Since, as we have seen, 
the taxpayer will, except in a rare case, have both burdens at the 
outset of the trial, these statements are incorrect in a literal sense. 
If, however, they are understood in the context in which they are 
used, that is not the case. For these statements are made with ref- 
erence to particular bases of liability involving some subjective 
element. It is therefore particularly easy for the taxpayer on such 
a question to shift the burden of producing evidence to the Govern- 
ment. The presumption of correctness, moreover, since it cannot 
withstand the taxpayer’s evidence, does not help the Government 
to discharge this burden. 

If, on the other hand, one of the statutory rules of evidence of 
the Code is operative, the trier may, under the Code, find for the 
Government as against any evidence introduced by the taxpayer.’ 
This, moreover, does not depend on whether the trial court takes 
the view that the compulsive effect of a particular statutory pre- 
sumption has been overcome. As we have seen, since the presump- 
tions as such have no technical function in the trial where the entire 
burden of proof is on the taxpayer, they may in the normal case be 
disregarded as presumptions. They remain, however, as legislative 
rules as to what constitutes a prima facie case against the tax- 
payer. 

One of the consequences of attributing this legal significance to 
these statutory rules of evidence should be on the scope of review 
from a finding by the trial court in favor of the Government. If we 
assume that the trier of fact has found the basic fact to exist and 
such finding is not disturbed on appeal, it would seem that the 
appellate courts should have no power to reverse a finding in favor 
of the Government on the ultimate fact involved.*” For in such a 
state of the record, the finding in favor of the Government is based 
upon evidence which the Code states to be legally sufficient. 

We have attempted only to appraise the legal significance of the 
provisions creating rules in the form of presumptions and stand- 
ards of prima facie evidence and have concluded that the basic 


165 See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 32, A67 (1954); S. Rep. No. 1622, 
83d Cong., 2d Sess. 39 (1954); H.R. Rep. No. 2319, 81st Cong., 2d Sess. 62-63 (1950) ; 
§. Rep. No. 1567, 75th Cong., 3d Sess. 5, 16 (1938); H.R. Rep. No. 2475, 74th Cong, 
2d Sess. 5 (1936). 

166 Webre Steib Co. v. Comm’r, supra note 138. 

167 See Luscomb vy. Comm’r, 30 F.2d 818 (2d Cir. 1929) ; Henderson v. Comm’r, supra 
note 118, But cf. Comm’r v. Hofheimer’s Estate, supra note 130. 
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facts specified in these provisions constitute at least evidence as 
to the taxpayer’s state of mind legally sufficient to withstand the 
taxpayer’s prima facie case. As to the evidentiary weight of these 
basic facts, this will vary, depending upon the probative value of 
the kind of facts specified in the section involved, as well as on 
whether the facts are found to exist to an extreme degree. 


CoNCLUSIONS 


1. The technical presumptions of the Code have no function as 
such in a trial, since they all operate against the taxpayer who has, 
in any event, both the initial burden of coming forward with evi- 
dence and the burden of persuasion. In the rare case in which the 
Government has both burdens, these provisions will shift to the 
taxpayer either the burden of coming forward with evidence or 
both burdens. 

2. These presumptions and the provisions of the Code creating 
rules of prima facie evidence perform the same legal function: 
they create legislative standards of legally sufficient evidence which 
at least offset the direct evidence of the taxpayer’s state of mind 
and in some instances, when established, are practically deter- 
minative of the issue. 

3. The only statutory rules which increase the taxpayer’s burden 
of proof and thereby aid the Government in that sense are those 
requiring proof by a ‘‘clear preponderance of the evidence’’ as 
against the usual preponderance. 


168 See Luria v. United States, supra note 143. 
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Western Hemisphere ‘Trade Corporations: 
Quo Vadis? 


TERENCE M. FLYNN 


Was a few notable dissents, it is part of our national policy to 
encourage international commerce. To further that policy our Gov- 
ernment has participated in efforts to promote a world climate 
favorable to trade and has supported such institutions as the Inter- 
national Monetary Fund, the International Bank of Reconstruction 
and Finance, and the International Trade Organization. In order 
to advance our declared policy of stimulating foreign trade, Con- 
gress has attempted to grant some tax advantages to those corpora- 
tions engaging in international commerce. We should briefly ex- 
amine the sections of the Code which deal with the subject, noting 
also the historical trend, to determine if the effects of such policy 
have been favorable. 

The most that can be said of the approach of Congress is that it 
is a gradual one. The first federal income tax law contained no sec- 
tion conferring a benefit to a corporation or individual engaged in 
international trade; this was true even if the business was located 
in a foreign country and paid a high foreign tax. This policy auto- 
matically resulted in double taxation whenever the income was also 
taxed at its source. The fact that this would obviously deter Amer- 
ican investment abroad was regarded with complete indifference. 

The first departure from this taxing policy occurred in 1918 
when a section was provided in the Revenue Act of 1918 permitting 
income taxes paid to a foreign country to be credited against 
United States federal income tax.’ The effect of this provision was 
at most that American investors abroad were not subjected to 
double taxation by virtue of doing business in a foreign country. 
However, there was no positive approach to the problem of foster- 
ing foreign trade through tax incentives. 


Cu1na TRADE CoRPORATIONS 


In 1922 Congress attempted to improve the competitive position 
of American companies doing business with China by introducing 
TERENCE M. FLYNN is a member of the California Bar and is associated with the Tide- 


water Oil Company. 
1 Revenue Act of 1918, Sec. 222(a) (1), 40 Star. 1073. 
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a tax incentive.” Up to this point tax treatment of income derived 
wholly or in part from foreign commerce was universal, i.e., for- 
eign income, regardless of the country of origin, was treated on the 
same basis. With the advent of the China Trade Corporation, em- 
phasis was placed on the income derived from a particular country. 
The emphasis was undoubtedly in response to international polit- 
ical motives of our Government. The basic effect of the statute was 
to accord such a company a credit against taxable net income for 
the amount of dividends paid out of net income derived from China 
to shareholders resident in China, the United States, or posses- 
sions of the United States, or who are individual citizens of the 
United States or China. This, it was felt, would tend to stimulate 
trade and investment with the area involved. Unfortunately, how- 
ever, the Japanese seizure and suzerainty of the mainland ended 
the usefulness of the section. 


INcoME FROM UNITED StatTEs PossEssIons 


The next step in the historical development of special tax treat- 
ment for income from sources outside the United States was intro- 
duced in the 1921 Act.* This amendment exempted from federal 
taxation the income from sources within a possession of the United 
States. This law exempted the income from sources within a pos- 
session of the United States in the case of a citizen of the United 
States or a domestic corporation, provided that at least 80 per 
cent of the gross income for the three-year period immediately 
preceding the close of the taxable year for which the exemption 
was claimed was from sources within a possession of the United 
States. The statute further provided that at least 50 per cent of 
the gross income of the three-year period had to be derived from 
the active conduct of a trade or business. This provision was de- 
signed to foster trade and investment with the Philippine Islands, 
Hawaii, Puerto Rico, and Alaska. It is believed that the provision 
was passed not so much to increase trade with the above areas as 
to afford a tax advantage to those already doing business with 
those countries. It will be noted that the provisions of this Act 
approximate the provisions of the Act granting a tax advantage to 
so-called Western Hemisphere Trade Corporations.* 


2 Revenue Act of 1924, Sec. 213(b) 13, added by China Trade Act of 1922, Sec. 26, 42 
Strat. 856. 

8 Revenue Act of 1921, Sec. 262, 42 Star. 217. 

4 1.R.C. § 109 (1939), discussed infra p. 416. 
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EXxEMPTION OF Harnep IncomME oF INDIVIDUALS 


Until 1926 Congress had granted favorable tax treatment to for- 
eign income of domestic corporations. In that year a provision was 
enacted exempting earned income of individuals derived from for- 
eign sources.’ To qualify, the individual must have been a bona fide 
non-resident of the United States for more than six months. That 
the process of favoring foreign income of United States citizens 
and corporations was thought to be a progressive one is evidenced 
by a ruling of the Treasury Department: ° 

The avowed purpose of incorporating Section 213(b)14 into the act was 
to take one further step toward increasing our foreign trade. This is accom- 
plished by exempting from tax the earned income, as defined in Section 209, 
from sources without the United States received by a citizen of the United 
States who is a bona fide non-resident of the United States for more than 
six months during the taxable year. ... 


Tax Crepit ror Foreicn Taxes Pam sy a ForeIGN SussIDIARY 


As the foreign interests of United States citizens developed, it 
became evident that for various legal, political, and psychological 
reasons it was not always feasible or convenient for a domestic cor- 
poration to operate through a branch in a foreign country. It was 
recognized that it was desirable and sometimes necessary to organ- 
ize a local company which often included local investors. Until 1921 
taxes paid to the foreign country by the foreign subsidiary were 
not deductible by the domestic parent corporation. In 1921, how- 
ever, Congress provided that a domestic corporation could deduct 
the taxes paid by its foreign subsidiary to a foreign country if the 
domestic corporation owned at least 50 per cent of the voting stock 
of the foreign subsidiary.* The deduction was limited proportion- 
ally to the dividends received. 


Pan-AMERICAN TRADE CoRPORATIONS 


Up to 1939 consolidation of returns by a subsidiary and a parent 
was not permitted with some very limited exceptions. In 1939, ‘‘for 
the purpose of stimulating American trade abroad,’’* Congress 
provided in the Code for a special type of corporation known as the 
Pan-American Trade Corporation. This corporation, which was 
defined as a domestic subsidiary doing business in Central and 
South America, was permitted to file a consolidated return with its 


5 Revenue Act of 1926, Sec. 213(b) 14, 44 Srat. 26. 
6 S.M. 5446, V-1 Cum. BuLL. 49 (1926). 

7 Revenue Act of 1921 Sec. 238(e), 42 Star. 259. 
8S. Rep. No. 648, 76th Cong., Ist Sess. 9 (1939). 
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domestic parent * so that losses of the one could reduce the profits 
of the other. This at least was a limited and belated recognition on 
the part of Congress of our growing interest in international trade. 


WESTERN HEMISPHERE TRADE CORPORATIONS 


It was in 1942 that Congress decided to grant what many ob- 
servers considered to be the first major tax incentive to American 
commerce engaged in international trade. In its report the Senate 
Finance Committee stated : '° 

American corporations trading in foreign countries within the Western 
Hemisphere are placed at a considerable competitive disadvantage with for- 
eign corporations under the tax rates provided by this bill. To alleviate this 
competitive inequality, the committee bill relieves such corporations from 
surtax liability. ... 


The result was the addition of section 109 to the Code which pro- 
vided that a domestic corporation which met the tests of a Western 
Hemisphere Trade Corporation was exempt from both the surtax 
and the World War II excess profits tax." 

The following arguments were presented to Congress in sup- 
port of the passage of the bill: 

(1) American companies were competing with local and other 
foreign companies at a tax disadvantage since the American com- 
panies’ tax burden is generally greater. 

(2) Foreign commerce is more hazardous, and the exemption 
from surtax will partially compensate for the taking of extra risks. 

(3) If America imposes too heavy a tax burden on foreign trade, 
it thereby unfairly prevents the foreign country in which the busi- 
ness is actually done and from which the income originates from 
collecting a just portion of the total tax burden. 

(4) It will encourage American companies to work through 
branches established in the foreign markets instead of forming 
local companies. 

It would appear that the intent of the legislation was to assist 
domestic corporations in their competitive fight with foreign in- 
terests in the Western Hemisphere. Section 109 originally pro- 
vided: 

For the purposes of this chapter, the term ‘‘Western hemisphere trade 
corporations’’ means a domestic corporation all of whose business is done 


9 I.R.C. § 152 (1939), repealed by Revenue Act of 1942, Sec. 159(b), 56 Star. 859. 

10 §, Rep. No. 1631, 77th Cong., 2d Sess. 32 (1942). 

11 The complete exemption from surtax was eliminated in 1950, when section 122(c) 
of the Revenue Act of 1950 (64 Srat. 920) substituted a credit against normal tax in- 
come of 33 per cent for 1950 and 30 per cent thereafter. 
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in any country or countries in North, Central, or South America, or in the 
West Indies, or in Newfoundland and which satisfies the following con- 
ditions : 

(a) If 95 per centum or more of the gross income of such domestic cor- 
poration for the three-year period immediately preceding the close of the 
taxable year (or for such part of such period during which the corporation 
was in existence) was derived from sources other than sources within the 
United States ; and 

(b) If 90 per centum or more of its gross income for such period or such 
part thereof was derived from the active conduct of a trade or business. 


Section 15 of the 1939 Code specifically exempted Western Hem- 
isphere Trade Corporations from surtax. It can be seen that under 
the statute as originally adopted in 1942 a corporation which could 
qualify as a Western Hemisphere Trading Corporation would pay 
no surtax. As determined previously,” the law was altered in 1950 
so that the surtax exemption was eliminated and a credit against 
taxable net income was granted. Western Hemisphere Trade Cor- 
porations were also given preferential treatment in regard to 
World War IT excess profits tax; this benefit was continued when 
the excess profits tax was revived in 1950."* 

The above benefits appear rather generous and it might be pre- 
sumed that they have helped achieve the desired results. Have the 
results been as expected? Before answering the question, we must 
first examine the manner in which the statute operates. 

To qualify for the benefits conferred by the section, four condi- 
tions must be met: (1) the taxpayer must be a domestic corpora- 
tion; (2) all of its business must be done in any one or more coun- 
tries in North, Central or South America, or in the West Indies, or 
in Newfoundland; (3) 95 per centum or more of its gross income 
for the three-year period immediately preceding the close of the 
taxable year must have been derived from sources outside the 
United States; and (4) 90 per centum of its gross income for such 
period or part thereof must have been derived from the active con- 
duct of a trade or business. The first and fourth of these conditions 
are not difficult to meet ; however, the second and third have proved 
to be stumbling blocks for many corporations attempting to take 
advantage of the tax concessions under this section. 

In regard to the second requirement it would seem that 100 per 


12 Ibid. 

13 Excess Profits Act of 1950, Sec. 454(f), 64 Srar. 1184, This section provides an 
excess profits tax exemption to any domestic corporation whose gross income is derived 
95 per cent from sources outside the United States and 50 per cent from the active con- 
duct of a business. A Western Hemisphere Trade Corporation would automatically fall 
within this section. 
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cent of the corporation’s business must be carried on in the West- 
ern Hemisphere. The Western Hemisphere is stated in the statute 
to be countries in North, Central, or South America, or in the West 
Indies, or in Newfoundland. The Commissioner has ruled that a cor- 
poration doing business only in Bermuda cannot qualify.’* How- 
ever, the Virgin Islands, the Greater Antilles, the Lesser Antilles, 
the Bahamas, the Islands off the coast of Venezuela, and the islands 
in the West Indies are considered to be Western Hemisphere Trade 
Corporation islands.” Peculiarly, Alaska is not considered a ‘‘coun- 
try’’ in North America, so that a domestic corporation doing busi- 
ness there would not qualify.’® At first glance it would seem that 
any business with a country outside of the Western Hemisphere 
would disqualify the corporation. However, the Senate Finance 
Committee Report in 1942 indicates that the requirement should be 
interpreted liberally.” 

. . . However, merely incidental economic contact with other countries 
outside such geographical sphere will not place such corporations outside 
the exempt classification. For example, the A Corporation is engaged in 
mining activities in South America and ships its products to foreign coun- 
tries outside the United States including Great Britain. The mere fact that 
the A Corporation ships its goods to England, retaining title to such goods 
until acceptance of the bill of lading and draft in order to insure collection 
of the price, will not be considered as carrying on business outside the West- 
ern Hemisphere. 


Despite the apparent clarity of.this statement, the House Com- 
mittee Report in 1954 stated: ** 

. .. However, to correct an obvious inequity which has arisen in the ad- 
ministration of the provision, it has provided that incidental purchases 
made outside the Western Hemisphere will not disqualify a corporation 
from the Western Hemisphere trade corporation credit if it is otherwise eli- 
gible for it. 


Thus, it can be seen that aside from incidental contact and pur- 
chases outside the Western Hemisphere, all the business of the 
corporation must be done in the Western Hemisphere. As dis- 
cussed above,’® this does not mean that sales cannot be made to 
countries outside the Western Hemisphere as long as the sale is 
deemed to be made within said Hemisphere. This distinction will be 
discussed more fully in considering the third requirement. 


14 1,T, 3990, 1950-1 Cum. BuLL. 57. 

15 Rev. Rul. 55-105, 1955-1 Cum. Bunt. 94. 

16 Ibid. 

17 §. Rep. No. 1631, 77th Cong., 2d Sess. 111 (1942). 
18 H.R. No. 8300, 83d Cong., 2d Sess, 176 (1954). 

19 See pp. 417-418 supra. 
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The fourth requirement, i.e., 90 per cent of gross income derived 
from the active conduct of a business, has never presented many 
problems of interpretation. The object of the law obviously is to 
prevent a corporation from obtaining the Western Hemisphere 
Trade Corporation credit on investment income. A recent case in 
the District Court in New York denied the credit on the ground 
that the gross income of the parent was not derived from the active 
conduct of a trade or business but from its investment in a Mexican 
mining corporation.” 

The largest hurdle and the one upon which so many corporate 
bodies are impaled is the third requirement, 7.e., 95 per cent of 
gross income must be derived from sources without the United 
States. It can be seen that if more than 5 per cent of a corporation’s 
gross income is derived from sources within the United States, the 
corporation will be disqualified. The rules for determining source 
of income are contained in sections 861, 862, and 863 of the 1954 
Code,” which are substantially : 

(1) If goods are purchased within the United States and sold 
without the United States, none of the income is from sources within 
the United States.” 

(2) If goods are manufactured within the United States and 
sold without the United States (or vice versa), part of the income 
is from sources within the United States.”* 

(3) If goods are purchased in any of the regions outside the 
United States, except Puerto Rico and the Canal Zone, and sold 
within the United States, all of the income is from sources within 
the United States. 

(4) If goods are purchased in Puerto Rico or the Canal Zone 
and sold in the United States, part of the income is from sources 
within the United States.” 

Under the above rules a manufacturing corporation which pro- 
duces in the United States the goods which it exports is virtually 
precluded from qualifying as a Western Hemisphere Trade Corpo- 
ration under the allocation formula of the Regulations, as more 
than five per cent of its gross income would be considered to arise 
from sources within the United States.** The usual method of 


20 Towne Securities Corp. v. Pedrick, 44 A.F.T.R. 1258 (S8.D.N.Y. 1953). 
21 Formerly I.R.C. § 119 (1939). 

22 T.R.C. § 862(a) (6) (1954). 

23 I.R.C. § 863(b) (2) (1954). 

24 T.R.C. § 861(a) (6) (1954). 

25 I.R.C. § 863(b) (3) (1954). 

26 Reg. 111, See. 29.119-12, 
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avoiding this complication is to organize a sales subsidiary which 
purchases goods from the parent and sells them outside the United 
States but within the Western Hemisphere. Pursuant to rule 1, the 
subsidiary would have no income from United States sources and 
could qualify for the deduction. The subsidiary must make sure, 
of course, that practically all the sales of the subsidiary are made 
outside the United States. 

The general rule holds income to be derived from the country in 
which the sale is deemed to have been made. The Regulations state 
that ‘‘the ‘country in which sold’ ordinarily means the place where 
the property is marketed.’’ ** The courts have uniformly held that 
a sale is made at the time and place that title to the goods passes to 
the buyer.** The Bureau for many years followed the rule that the 
place where title passed determined the source of income,” but in 
1930 it insisted that the time and place of the signing of the con- 
tract of sale was controlling.” 

One of the leading cases is Commissioner v. East Coast Oil Co.,** 
which involved sales of oil produced in Mexico to parties in the 
United States through agents in Mexico, payment being made in 
the United States. The oil was delivered to Tampico where it was 
loaded into ships. Some of the contracts provided for delivery f.o.b. 
Tampico, others for delivery c.i.f. Under f.o.b. contracts title passes 
at the moment of delivery to the buyer, and the buyer then has the 
burden of providing insurance on.the goods and paying the freight 
costs. Under c.i.f. contracts the total price paid by the buyer in- 
cludes cost of goods, insurance, and freight, and the sale is com- 
pleted and title passes when the goods are loaded on the carrier, 
insurance has been provided, and the shipping documents delivered 
to the buyer. The Court held that both types of sale were made in 
Mexico and that collection in the United States was merely inci- 
dental. The Bureau did not acquiesce in this decision for over a 
decade,** and in 1947 it finally adopted the passage of title rule long 
advocated by the courts.* 

As a general rule, for the purpose of determining the source of income 


attributable to the sale of personal property, a sale is consummated at the 
place where the seller surrenders all his right, title, and interest to the 


27 Reg. 111, Sec. 29.119-8. 

28 Elston Co. Ltd., 42 B.T.A. 208 (1940), appeal dismissed, 4th Cir. Feb. 2, 1941. 
29 G.C.M. 2467, VII-2 Cum. Buu. 188 (1928). 

80 G.C.M. 8594, IX-2 Cum. BuLL. 354 (1930). 

31 85 F.2d 322 (5th Cir. 1936), cert. denied, 299 U.S. 608 (1936). 

82 1947-2 Cum. BULL. 2. 

83 G.C.M. 25131, 1947-2 Cum. BULL. 85. 
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buyer. Where bare legal title is retained by the seller, the sale will be 
deemed to have occurred at the time and place of passage to the buyer of 
beneficial ownership and risk of loss. 


The above discussion readily illuminates the big jump in this 
area. The wording of the statute and resultant construction by the 
Bureau and the courts have reduced the problem basically to one 
of sales, z.e., where does title pass? Many writers have condemned 
this resulting emphasis on the law of sales, declaring that this is 
not what Congress intended. If we assume Congress intended to 
place United States commerce on a par with that of other export- 
ing countries, it would seem that the result is anomalous. 

In the most usual form of export sales, title passes within the 
United States and the tax advantage is lost. Many small export 
companies who have done business with Latin America for many 
years are loath to have title pass in Latin America. For example, 
a domestic export corporation for many years sold all types of 
machinery to Venezuela and Columbia. It considered itself too 
small to have subsidiary corporations in these countries. Wherever 
possible it preferred to draw on a letter of credit against shipping 
documents. It was explained that if it retained title to the goods 
until they reached their foreign destination, it would have difficult 
problems of collection, risk of loss, ete. 

Many would state that this company was not really engaging in 
the hazards of foreign trade and hence should not be granted a tax 
advantage. However, if Congressional intent is to be considered, 
i.e., assisting American companies to compete more effectively with 
foreign companies, it would seem that the above company should 
come within the protection of the statute. Then too, the above com- 
pany could have an agent in the foreign country to whom the goods 
would be consigned and who in turn could relinquish title to the 
purchaser in exchange for payment. 

There appear to be two diverse opinions in regard to the above 
problem : 

(1) When Congress granted relief to foreign traders, it had in 
mind bona fide foreign trade, with its attendant hazards and risks, 
and not domestic trade masquerading as foreign trade. Under this 
concept, if a corporation engaged in export goods merely receives 
and accepts orders in this country, delivers the goods to a foreign 
purchaser at.a domestic port, and receives payment here, the cor- 
poration is not actually engaged in foreign trade and should not 
receive the benefits of the statute. This would be true even in the 
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case where the United States Corporation reserved title until the 
goods reached the foreign port. 

(2) On the other hand, it has been contended that the primary 
concern should be whether the goods are exported to the Western 
Hemisphere. Following this fundamental premise, it is unrealistic 
to base relief on requirements which are grounded on refinements 
and uncertainties as to where title passes. 

Many economists believe that the tax incentives for foreign in- 
vestment provided by Western Hemisphere Trade Corporations 
have not in the past, and will not in the future, attract large sums 
of American venture capital. It has been pointed out that the 
United States has its best markets and customers in Latin Amer- 
ica, not only now but also in the foreseeable future.* It is claimed 
that the tax incentive through Western Hemisphere Trade Corpo- 
rations is simply not enough; that the high tax rate imposed by 
the United States literally penalizes the pioneering investor for 
having the courage, the initiative, and the money to venture into 
underdeveloped foreign fields.* 

Many feel that a greater stimulus must be provided. The sug- 
gestions run the gamut from a drastic reduction in the tax rate 
applicable to foreign investors to complete freedom from United 
States tax for a ten-year period.** However, two of the most inter- 
esting and widely-publicized suggested remedies are: 

(1) One proposal ** contemplates special tax treatment for a 
special class of domestic corporation to be known as Foreign Busi- 
ness Corporations. Such corporations would be permitted to carry 
on all types of foreign activity, including operating abroad directly, 
holding the stock of foreign subsidiaries, and exporting. No United 
States taxes would be paid until corporate earnings were distrib- 
uted. No inter-corporate dividends tax would be imposed on corpo- 
rate shareholders receiving a distribution from a Foreign Business 
Corporation. Thus companies would be able to utilize the earnings 
from their foreign operations to expand their activities in foreign 
countries without payment of United States income tax. 

(2) The other proposal is: ** ‘‘It is proposed that the twenty 


84 Statement of Dr. Milton Eisenhower on his return from Latin America, N.Y. Times, 
Jan, 22, 1956, p. 8, col. 1. 

35 It could be stated, of course, that our tax rates penalize any pioneering investor; 
however, in the context of this paper it is assumed that there are many more hazards 
confronting a potential investor in Latin America than in the United States. 

36 Complete exemption from income taxation is granted by Mexico to industries in so- 
called new fields for a ten-year period. 

87 BARLOW AND WENDER, UNITED STaTES TAX INCENTIVES TO DirEcT Foreign INVEsT- 
MENT (1954). 
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countries of Latin America enter into a mutual agreement to drop 
all existing trade barriers between them. In return for this agree- 
ment the United States will declare tax-exempt all profits earned 
' through new investments of its citizens in the aforesaid countries 
prior to the transfer of these profits to the United States. The 
) United States further agrees that if and when such profits are 
transferred, they shall be subject to taxation on the basis of one- 
half the prevailing tax rate. Furthermore, in order that the volume 
and scope of such investments may be realized, the United States 
will assume responsibility for effecting a minimum private invest- 
ment of five billion dollars over a five year period.’’ Further pro- 
visions relating to a percentage ceiling on the tax imposed by each 
foreign country and providing for the unrestricted movement of 
both capital and profits between countries are suggested. 
Both proposals are similar in that they provide for tax-free 
| accumulation of profits abroad. Presumably, such profits would be 
utilized for the expansion of the particular corporation’s activities. 
The second proposal is considered quite drastic, suggesting as it 
does, that when the profits are eventually distributed in the United 
States, they be taxed at one-half the then prevailing tax rate. This 
proposal would no doubt be viewed with much favor by the State 
Department; but this could hardly be said for the Treasury De- 
partment. 

The final decision is in the hands of Congress. At the present 
time both the House and Senate are reviewing the progress and 
success of our Point Four program. There has been a good deal 
of testimony relating to the recent success of the Iron Curtain trade 
representatives in Latin America.®® Perhaps this revelation will 
provide the impetus needed for a drastic revision of our tax laws 
in connection with foreign trade. For the plain inescapable fact is 
that the tax incentives for Western Hemisphere Trade Corpora- 
tions have not resulted in the influx of capital into Latin America 
that most economists consider essential. If the United States de- 
sires to provide a true spur for foreign investment, the consensus 
is that the present Code does not achieve the desired end. 














38 Statement of A. N. Spanil, Chairman of Board of International Latex Corporation, 
N.Y. Times, May 1, 1956, p. 10, cols. 1 and 2. 
39 Id. p. 19, col. 7. 
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Notes 


Lifetime Income Averaging: What It Means for the Professional. For 
the past several years, members of the legal profession and other profes- 
sional groups have been deeply concerned about alleged inequities in the 
present federal tax treatment of earned income. Due to a combination of 
the annual method for computing income for tax purposes, the progressive 
tax rate structure, and the fact that professional income is concentrated in 
a fairly short span of years, the professional man is said to pay a ‘‘dispro- 
portionate amount’’ of taxes on his lifetime earnings. This interaction of 
high surtax rates and bunched income is purported to make it highly diffi- 
cult to provide for retirement out of professional income. 

The result has been a number of proposals seeking to mitigate the im- 
pact of that feature of the tax law which places a greater tax burden on the 
professional man than on other persons with equal, but more stable, life- 
time earnings. These proposals have generally sought the permission, in 
tax law, for a part of professional earnings to be shifted from peak years 
to later years of lower income. The plans range from a proposal to include 
partners and individuals in qualified pension plans,’ which are given favor- 
able tax treatment by the Code, to proposals for private tax-exempt pension 
funds.” 

Due to various constraints and limitations established by these proposals,® 
they would provide only a semi-averaging of taxable income over a life span. 
This does not mean, however, that the proposals would yield smaller dollar 
benefits than a full-fledged income-tax-averaging system. Advantages not 
available under an averaging system, such as the postponement of taxation 
of the interest accruing upon the deferred income and the postponement of 
receipt of the deferred income until retirement (when earned income may 
be zero) ,* may actually cause the tax savings resulting from these proposals 
to surpass those of a general averaging device. Nevertheless, some idea of 
the significance of these proposals to postpone taxation of income to years 
of lower income could be obtained from a knowledge of the benefits of full 
lifetime income-tax-averaging for members of the various professions. In 
the absence of such empirical knowledge, no intelligent appraisal of the 
importance of this group of proposals can be made. 


1 H.R. 4775, 82d Cong., 1st Sess. (1951) ; Nicholson, Pensions for Partners, 33 A.B.A.J. 
302 (1947) ; Section on Taxation, Report, 74 A.B.A. REP. 56 (1949). 

2H.R. 4371, 82d Cong., lst Sess. (1951); Silverson, Harned Income and Ability to 
Pay, 3 Tax L. Rev. 299 (1948); Rudick, Wherein the Silverson and Rudick Plans 
Differ, 3 Tax L. Rev. 384 (1948); Rudick, More About Pensions for Lawyers, 33 
A.B.A.J. 1001 (1947) ; Goldstein, Security for the Profession, 37 A.B.A.J. 409 (1951). 

3 One example of such a restriction is the upper limit of ‘‘10 per cent of income or 
$7500’? placed upon the amount to be excluded from annual income under the Reed- 
Keough tax postponement bill of 1951 (H.R. 4371, 82d Cong., Ist Sess. (1951) ). 

4 Most averaging devices would not allow the averaging period to extend into the re- 
tirement years, when earned income (as opposed to ‘‘investment income’’) falls to zero. 
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The purpose of this paper is to supply the statistical data needed for a 
fuller appraisal of these proposals; no economic analysis will be attempted. 
Basically, the lifetime taxable income streams for members of each of the 
professions and sub-groups within the professions are derived and are sub- 
jected to various tax computations: taxes are computed on the basis of the 
customary annual system, a lifetime averaging system, and a three-period 
averaging system. The difference between the lifetime averaging system and 
the annual system is expressed as a percentage of the total lifetime income 
taxes paid under the annual system. Also, the results of using a shorter 
period averaging system are compared with the dollar savings which would 
arise from lifetime averaging. 


LIFETIME PROFESSIONAL INCOME STREAMS 


The derivation of hypothetical income streams for physicians, dentists, 
lawyers, college teachers, engineers, and scientists was accomplished basi- 
cally by combining two types of data: the average income, at one point in 
time, of members of each profession at various age levels (or years of prac- 
tice), and the growth, through time, of their average income. The first 
represents a cross-section, through time, showing how incomes differ at 
various age levels. However, since average incomes of all members increase 
through time, cross-section data, i.e., through a point in time, do not fully 
indicate the income level to which a younger man actually should aspire 
to reach at some given later age. The introduction of the second type, 1.e., 
growth (‘‘trend’’), of data serves to permit the computed change in income 
level for any one member of a profession to be the combined result of both 
his change in age and the advancement of his profession as a whole. 

The data used are from many sources.5 Independent studies by both pri- 
vate and government agencies were used, as well as surveys made by pro- 
fessional groups themselves. For certain of the professions, such as law and 
medicine, the available data allowed more comprehensive breakdowns than 
merely the ‘‘average income’’ of the profession. For example, the lifetime 
incomes of salaried and independent lawyers could be distinguished. Also 
made possible by existing data for all the professions but science was a sepa- 
ration into ‘‘low,’’ ‘‘middle,’’ and ‘‘high’’ classifications. In each profession 
a range of incomes exist within each age group; much of this difference in 


5 The basic sources for all the professions are: CLARK, Lire EaRNINnGs (1937); Den- 
ison and Slater, Incomes in Selected Professions, 23 SuRvEY OF CURRENT BUSINESS 23 
(1943) ; Walsh, Capital Concept Applied to Man, 29 Q.J. Econ. 255 (1935); Friedman 
and Kuznets, Income from Independent Professional Practice, Nat’L Bur. Econ. RE- 
SEARCH (1945). For physicians they are: Levin, Incomes of Physicians in 25TH ANNUAL 
Report, HARVARD CLASS OF 1904 (1932) ; Physicians Incomes, MED. Econ. (1944) ; Wein- 
feld, Income of Physicians 1929-1949, 31 SuRVEY OF CURRENT BUSINESS 9 (1951); for 
lawyers: Denison, Incomes in Selected Professions, 29 SuRvEY OF CURRENT BUSINESS 23 
(1949) ; for college teachers: Stigler, Employment and Compensation in Education, 
Nat’, Bur. Econ. RESEARCH (Occasional Paper No. 33, 1950); for engineers and 
scientists: U.S. Bur. Lasor Statistics BuLL. Nos. 682, 881, and 1027; Nationat So- 
CIETY OF PROFESSIONAL ENGINEERS, INCOME AND SALARY SuRVEY (1952-1953). 
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income can be explained by such things as the region of the country or 
size of the community in which the professional works.® For college teachers 
the size and type of the institution is an important factor. The character- 
ization of professional income into ‘‘low,’’ ‘‘middle,’’ and ‘‘high’’ was 
made on this basis rather than on the ground of varying ability among 
individuals in the same location and age bracket. 

For each profession and sub-group within the same hypothetical income 
streams were developed for those who began earning their living in these 
professions shortly after the end of World War II. These income streams 
are designed to reflect, as closely as the data allowed, the average income 
expectations of an individual entering the profession in a recent year. 

Table I? presents the following information for each of the derived in- 
come streams: ® the average taxable income during the first earning years 
and the last five earning years; the highest five-year income earnings be- 
tween these two periods; the lifetime average income; and the total (45- 
year)® lifetime income. It is obvious from Table I that a very substantial 
income change exists for members of these professions. The last five years 
are frequently 300 per cent or more of the average of the first five years, 
and the income of the maximum five-year earning period often exceeds the 
first five years by 500 per cent and more. 


Tax CoMPUTATIONS—ANNUAL VERSUS AVERAGE TAXABLE INCOME 


The 45-year hypothetical income streams for each of the 34 professional 
groups represented in Table I are subjected to the following computations :!° 

(1) Lifetime total income taxes are computed on the basis of an annual 
reckoning. 

(2) Lifetime income taxes are computed as if the lifetime average income 
had been received annually. 

(3) Lifetime income taxes are computed on the basis of three 15-year 
averaging periods. Within each averaging period taxes are computed as if 
the average income of that period had been received annually. 

The results are indicated in Table II.1! The first column shows the total 
lifetime taxes that an individual in each of these groups would pay over his 
lifetime in the absence of averaging. The second column shows the tax re- 
ductions (as a percentage of the total taxes paid in the absence of averag- 
ing) that would accrue were full lifetime averaging in effect. The third 


6 For example, the ‘‘low’’ income group of general medical practitioners were those 
living in a Southern community of less than 1,000 population, while the general prac- 
titioners with the highest incomes (earning four times that of the lowest on the average) 
lived in a Southwestern community with a population between 50,000 and 99,999. 

7 See p. 430 infra. 

8 See Table I, p. 430 infra. The incomes shown are ‘‘adjusted gross income less the 
standard deduction.’’ This is the same as taxable income before subtracting exemptions. 

® The average career is presumed to be between 25 and 70 years of age. See Table I, 
p. 430 infra. 

10 For all years, a married taxpayer and 1954 income tax rates are posited. 

11 See p. 431 infra. 
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Table I 
Lifetime Professional Incomes 
Average Taxable Income During: 
Maximum 
First five five Last five 
years years * years Lifetime Total income 
Physicians 
Low Income: 
All Practitioners $2,735 $15,373 $10,983 $10,310 $463,975 
General Practitioners 2,748 12,702 7,890 9,098 409,425 
Partly Specialist 2,594 20,886 10,132 12,289 553,015 
Fully Specialist 2,287 24,948 32,265 16,089 724,020 
Salaried 2,488 14,698 13,147 9,396 422,840 
Middle Income: 
All Practitioners 4,092 23,025 16,441 15,436 694,600 
General Practitioners 4,109 18,999 11,801 13,609 612,395 
Partly Specialist 3,939 31,722 15,388 18,665 839,925 
Fully Specialist 3,518 38,383 49,461 24,754 1,113,920 
Salaried 3,460 20,445 18,288 13,070 588,170 
High Income: 
All Practitioners 5,243 29,500 21,065 19,776 889,940 
General Practitioners 4,989 23,062 14,325 16,459 740,660 
Partly Specialist 4,793 38,603 18,726 22,713 1,022,105 
Fully Specialist 4,290 46,806 60,534 30,186 1,358,360 
Salaried 4,187 24,741 22,130 15,817 711,750 
Dentists 
Low Income 2,772 5,938 7,926 6,408 288,360 
Middle Income 3,823 10,932 8,190 8,839 397,740 
High Income 4,491 9,620 12,840 10,270 462,140 
College Teachers 
Low Income 1,286 4,983 5,416 3,633 163,490 
Middle Income 2,313 8,962 9,741 6,534 294,030 
High Income 2,713 10,513 11,426 7,665 344,910 
Lawyers 
Low Income: 
All 1,580 9,856 9,383 6,475 291,380 
Independent 1,265 8,719 8,197 §,825 262,125 
Salaried 1,716 13,407 11,746 7,376 331,920 
Middle Income: 
All 3,082 19,229 18,306 12,632 568,460 
Independent 2,577 17,763 16,700 11,758 529,115 
Salaried 3,495 27,306 23,923 15,033 676,470 
High Income: 
All 4,009 25,008 23,807 16,429 739,300 
Independent 3,640 25,095 23,593 16,767 754,510 
Salaried 4,142 32,358 28,350 17,803 801,115 
Engineers 
Low Income 2,685 18,577 20,616 10,867 489,015 
Middle Income 3,637 25,159 27,920 14,717 662,280 
High Income 5,603 38,766 43,019 22,676 1,020,430 
Scientists 3,948 23,791 24,731 13,915 626,170 
* For the years in between the first five and last five. 
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Physicians 
Low Income: 


All Practitioners 
General Practitioners 
Partly Specialist 


Fully Specialist 
Salaried 


Middle Income: 


All Practitioners 
General Practitioners 
Partly Specialist 


Fully Specialist 
Salaried 


High Income: 


All Practitioners 
General Practitioners 
Partly Specialist 


Fully Specialist 
Salaried 
Dentists 


Low Income 

Middle Income 

High Income 
College Teachers 


Low Income 
Middle Income 
High Income 
Lawyers 
Low Income: 


All 
Independent 
Salaried 

Middle Income: 
All 


Independent 
Salaried 


High Income: 
All 
Independent 
Salaried 


Engineers 


Low Income 
Middle Income: 
High Income 


Scientists 


NOTES 


Table II 
Averaging Data for Professional People 





Savings under lifetime 
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Savings under 
three 15-year 


averaging emenings of periods (percent- 





Lifetime taxes lifetime taxes under age of savings 
under annual the annual system and under lifetime 
system dollar amount) averaging) 
Dollar 
Per cent amount 
$91,780 3.46 3,175 25.8 
77,855 4.19 3,265 31.9 
119,555 6.54 7,820 32.5 
178,920 9.78 17,505 19.2 
81,705 4.66 3,810 7.5 
162,465 6.08 9,870 36.4 
134,180 4.65 6,245 28.7 
217,785 8.71 18,975 35.5 
340,050 12.24 41,655 15.1 
128,530 5.96 7,660 6.4 
229,340 5.89 13,520 23.7 
176,565 5.75 10, 155 22.6 
292,090 9.80 28, 615 31.3 
459,270 11.98 55, 035 8.4 
168,145 6.19 10,420 es 
48,255 .59 285 42.1 
73,209 1.58 1,164 6.2 
89,460 1.51 1,350 22.3 
21,941 -20 43 100.0 
49,830 1.29 645 18.6 
61,565 1.91 1,175 3.0 
49,610 1.95 965 -05 
43,065 1.99 855 5.3 
59,955 4.00 2,400 6.8 
123,515 6.29 7,775 9.9 
111,950 5.74 6,425 17.8 
160,475 8.30 13,325 8.6 
179,050 7.29 13,045 9.0 
184,535 7.58 13,985 10.3 
206,140 9.95 20,515 11.6 
102,675 7.39 7,590 8.1 
157,472 9.26 14,597 5.7 
298,970 12.08 36,125 8.4 
143,905 8.22 11,830 8.6 
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column presents the dollar reduction in lifetime taxes that would have re- 
sulted from lifetime averaging. The last column indicates what the tax 
savings under three 15-year averaging periods, instead of a lifetime averag- 
ing period, would be as a percentage of the total dollar savings resulting 
from lifetime averaging shown in the third column. Thus, the first row of 
Table II indicates that under the annual tax system lifetime taxes for all 
physicians practicing in low-earning areas would be $91,780; dollar savings 
under lifetime averaging would be $3,175 (.0346 x $91,780) ; dollar savings 
would be $820 (.258 x $3,175) over the course of a lifetime if there were 
three 15-year averaging periods instead of one 45-year period.'” 


SIGNIFICANCE FoR TAX-POSTPONEMENT PROPOSALS 


Some of the conclusions to be drawn from Table II are: 

(1) The penalty caused by the lack of averaging increases in each of 
the professions studied as a function of lifetime income level. Nine of the 
‘‘high’’ income sub-groups would have received greater than a five per cent 
reduction in lifetime taxes under lifetime averaging, while only three ‘‘low”’ 
income groups would have done so. 

(2) The ‘‘discrimination’’ due to lack of averaging is probably most 
severe in medicine, the least in dentistry and teaching. High income mem- 
bers of the medical and engineering professions would benefit most from 
lifetime averaging. On the average, no group of lawyers would benefit by 
as much as a ten per cent reduction in lifetime taxes. 

(3) The ‘‘disecrimination’’ due to lack of averaging would be mitigated 
only to a minor extent by three 15-year averaging periods as opposed to 
lifetime averaging. For half of the professional groups studied, shorter 
averaging periods yield less than ten per cent of the benefits of lifetime 
averaging. 

(4) While the dollar amounts may be fairly large in the case of some 
of the groups, the alleged discrimination due to lack of long-term averaging 
does not seem to be unusually high. Of the 34 groups, 13 suffer less than 
a five per cent ‘‘discrimination,’’ 27 less than ten per cent, and all 34 less 
than 15 per cent.’* Furthermore, while some of the dollar amounts of tax 
saving under lifetime averaging are large, they are ordinarily less than two 
per cent of the lifetime income of the recipient. 

This discussion casts some light upon the desirability of the adoption of 
proposals for the postponement of taxation of part of one’s income until low 
income years. One obvious conclusion is that the hope for large tax savings 
for members of the professions should not rest upon the averaging features 
of the proposals. Since those exercising the option to defer income, were it 
allowed, would in effect be able only to average their incomes during an 
averaging period much smaller than a lifetime, the small savings shown 


12 See Table II, p. 431 supra. 
18 See Table II, second col., p. 431 supra. 
14 See Table II, fourth col., p. 431 supra. 
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for shorter averaging periods would be applicable. Obviously, large tax 
savings are possible only through other features of these plans, such as the 
postponement of taxation of the interest earned on the deferred income. 

Secondly, it is apparent that large dollar tax savings would accrue to 
upper income individuals. They would receive the largest averaging benefits 
and would more readily defer spending part of their income. 

Thirdly, while the legal profession has taken the lead in advocating these 
proposals, it appears that the major beneficiaries would be those in other 
professions. —Wiusour A. STEGER * 


The Apportionment of Real Estate Taxes Between Purchaser and Seller 
Under Section 164(d) of the 1954 Code. One of the deficiencies of the 
1939 Code was the lack of any specific guide as to the treatment by vendor 
and purchaser of real property taxes apportioned under the contract on the 
sale of real property. The resulting court-made rules varied in different dis- 
tricts and different states based on the local property tax laws in effect. 
Congress enacted section 164(d) to set up standards to obviate the problems 
and inequities existing under the 1939 Code,? but the extent to which they 
have succeeded is not as yet apparent. Proposed Regulations were issued by 
the Commissioner on January 19, 1957.5 To date there have been no court 
decisions affecting the new provisions. Most of the published articles have 
reworded and restated section 164(d), with more emphasis on section 
461(c) than on the subject-matter of this monograph.* This may be due to 


* (Ph.D. 1956, Harvard University) is an economist of the Rand Corporation, Santa 
Monica, California. 

1 Carondelet Bldg. Co. v. Fontenot, 111 F.2d 267 (5th Cir. 1940) (taxpayer was allowed 
to apportion taxes properly to reflect income on a true basis); Helvering v. Johnson 
County Realty Co., 128 F.2d 716 (8th Cir. 1942) (purchaser had to capitalize taxes paid 
when he bought the property). 

28. Rep. No. 1622, 83d Cong., 2d Sess. 197 (1954). ‘‘Under present law, a taxpayer 
who buys real estate may be denied a deduction for the local property taxes which he 
assumes and pays if, under local law, the seller of the property had become liable for the 
tax prior to the date of sale. ... To correct this situation your committee’s bill pro- 
vides that the purchaser and seller of real property are to each claim a deduction for that 
part of the property tax year during which he held the property. This provision applies 
whether or not the parties to the sale actually apportion the tax.’’ 

3 Proposed Reg. Sees. 1.164-1 to 1.164—7 (1957). 

4 For opinions of tax and accounting writers in various publications see, Cohen, The 
Impact of the New Revenue Code Upon Accounting, 31 AccOUNTING ReEv. 206 (1956) ; 
Johnson, Tax Accounting Under the 1954 Code, 32 Taxes 946 (1954); Cohen, Revenue 
Act of 1954—Significant Accounting Changes, 29 AccoUNTING REv. 543 (1954) ; Schaffer, 
Accounting Procedures § Methods Under the New Revenue Code, 98 J. ACCOUNTANCY 
320 (1954). Perhaps the best article is Austin, Surrey, Warren, and Winokur, The In- 
ternal Revenue Code of 1954: Tax Accounting, 68 Harv. L. Rev. 257 (1954). The 
authors state in effect that section 164(d) is no panacea for the problem of apportion- 
ment of real estate taxes by accrual basis taxpayers who do not elect to accrue taxes 
under section 461(c). 
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the fact that the tax writers have felt that the problem has been completely 
and distinctly solved by the new provisions and there is no longer any prob- 
lem of interpretation or implementation. Or it may mean that they are won- 
dering how the Commissioner and the courts will interpret the legislation 
in the light of past experience and decisions. 

In any event, section 164(d) as set out in the Congressional Reports and 
Proposed Regulations seems reasonably easy of application in the ordinary, 
everyday purchase and sale of real estate. The illustrations and examples 
which follow are intended to cover the common situations which arise in 
this area. The variations, of course, are countless, and each stands alone on 
its facts. In common with most other phases of the law, no single rule can 
be universally applied. A brief analysis of the law as it existed under the 
1939 Code will facilitate the understanding of the present law and the im- 
petus giving rise to its enactment. 


History or Prior Law 


Until the Supplee ® decision in 1942, the deduction allowed the vendor and 
purchaser for their share of real estate taxes on property held by each of 
them for a portion of the real property tax year was determined under sec- 
tion 23(¢) of the 1939 Code.*® This section merely provided for the deduc- 
tion of real estate taxes when paid or accrued. Nothing specific was stated 
concerning their apportionment between buyer and seller. It was general 
accounting and tax practice to apportion the taxes as provided in the con- 
tract of sale, which ordinarily prorated the taxes over the period of the real 
property tax year during which the purchaser and seller, respectively, owned 
the property. For example, if the reai estate tax year ended on December 
31 and the purchaser bought the property on September 30, the purchaser 
would have deducted three-twelfths of the tax on his return, and the seller 
would have deducted nine-twelfths. No attention was given as to who paid 
the tax or who was liable for the tax and at what time. The intent of the con- 
tracting parties determined how the deduction would be taken. 

It was not until the Supreme Court decided the Supplee case that the 
Commissioner was able to enforce his position that the deduction should be 
based upon the liability of the taxpayer to pay the tax. The fundamental 
question in the determination of the proper apportionment was whether 
such taxes are fixed annual charges which may be accrued monthly or in 
other periodic amounts, or whether they accrue in a lump sum at one spe- 
cific date and therefore may not be prorated. 

In the Supplee case the taxpayers were husband and wife who were 
dealers in real estate. They purchased real estate in May, 1936 and took a 
deduction for taxes based upon their pro rata share as determined on the 
closing statement ; they paid the taxes in 1936. Taxes were due and payable 


5 Magruder v. Supplee, 316 U.S. 394 (1942). 
6 Reg. 118, Sec. 39.23(¢)—1. ‘‘ Taxes imposed ... are deductible from gross income for 
the year in which paid or accrued.’’ 
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January 1, 1936. In Maryland the date of finality was October 1, 1935, mak- 
ing the owner on that date personally liable for such taxes ; the date on which 
the taxes became a lien on the land was January 1, 1936. The District 
Court * held for the taxpayer and was affirmed by the Court of Appeals for 
the Fourth Circuit. Because the Supplee decision was in conflict with the 
holding in the Lifson ® case, the Supreme Court granted certiorari and sub- 
sequently decided in favor of the Commissioner.’® Since section 164(d) of 
the 1954 Code has attempted to crystallize the various holdings germane 
to the problem, it is worthwhile to examine the conflict in detail to under- 
stand the problem that Congress tried to obviate. 

At the trial in the District Court, certified public accountants gave testi- 
mony to the effect that the custom of the profession was to deduct taxes as 
apportioned on the closing statement or contract of sale. The District Court, 
in deciding in favor of the taxpayer, relied on the majority decision in the 
Rust “4 ease, whereas the Supreme Court relied on the dissent therein by 
Judge Parker. 

The majority opinion in the Rust case held the vendor and purchaser 
could apportion taxes between themselves and deduct the taxes accordingly 
where no personal liability or tax lien was in effect. The Court expressly 
stated it was not deciding a situation where a tax lien or assessment has 
arisen before the sale of the property. In the Rust case the property was 
subject to taxes levied by the District of Columbia, and under local law the 
lien for such taxes did not attach to the owner of the property but to the 
land itself. 

In the Supplee case the District Court considered that taxes were akin 
to annual charges, such as ground rents, water, and other fixed charges upon 
the property. It reasoned that because current income is adjusted to the 
date of purchase of the property, current expenses should be chargeable in 
like manner. Since real property taxes may be deducted only by the party 
upon whom they are imposed, the Court endeavored by tortuous reasoning 
to establish the purchaser as the party liable for the taxes.1*? The Commis- 


7 Supplee v. Magruder, 36 F.Supp. 722 (D.Md. 1941). 

8 Magruder v. Supplee, 123 F.2d 399 (4th Cir. 1941). 

® Lifson v. Comm’r, 98 F.2d 508 (8th Cir. 1938), cert. denied, 305 U.S. 662 (1939). 

10 Magruder v. Supplee, 316 U.S. 394 (1942). 

11 Comm’r v. Rust’s Estate, 116 F.2d 636 (4th Cir. 1940). 

12 ‘‘But if the relationship of the taxpayer to the property is such that he must, as a 
practical matter, pay the tax to continue in the enjoyment of the income or use of the 
property, the statute [I.R.C. § 23(¢) (1939)] is gratified because the payment is a neces- 
sary charge against the income if any from the property. . . . That the property was 
subject to a lien for taxes shows that the purchaser who had assumed the taxes was 
really the person obliged to pay them to avoid the loss of the property, and in paying 
them he discharged his own obligation rather than that of another. . . . The ultimate 
legal liability for the taxes was clearly on the purchaser in this case... . The mere fact 
that the seller was the owner of the property at the time the local tax assessment was 
made, and therefore the debtor to the local government as the named owner on the tax 
rolls, is legally immaterial in the federal tax problem.’’ Supplee v. Magruder, supra note 
7, at 728-729. 
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sioner argued that payment of a predecessor’s taxes is an addition to the 
cost of the property. He contended that the deduction must be limited to 
the one who pays taxes assessed while owner of the property; that payment 
by a subsequent owner could not give rise to a deduction; that the date of 
assessment is the critical date; that under local law liens had attached prior 
to purchase; and that personal liability had become so definitely fixed 
against the vendors, that the taxpayers could not be treated as having paid 
“‘‘taxes’’ imposed upon themselves. In the Lifson case the Court had held 
that the attachment of a lien for taxes against property before its sale pre- 
cluded the vendee from deducting as ‘‘taxes paid’’ amounts paid by him to 
discharge the liability. The Supreme Court, Justice Murphy writing the 
opinion, agreed with the Commissioner’s views when it stated : 18 


... A tax lien is an encumbrance on the land, and payment, subsequent 
to purchase, to discharge a pre-existing lien is no more the payment of a tax 
in any proper sense of the word than is a payment to discharge any other 
encumbrance, for instance a mortgage. It is true that respondents here could 
not have retained the properties unless the taxes were paid, but it is also 
true that they could not retain them without paying the purchase price. 
It is no answer therefore to say that the property was burdened with the 
taxes and that respondent became obligated to pay them. There was a bur- 
den, but it was contractually assumed. In discharging this assumed obliga- 
tion purchasers were not paying taxes imposed upon them within the mean- 
ing of Section 23(¢) of the 1939 Code. ... 


The Court concluded with the finding that either a preexisting tax lien 
or a personal liability for the taxes on the part of a vendor is sufficient to 
foreclose a subsequent purchaser, who pays the amount necessary to dis- 
charge the tax liability, from deducting such payment as a ‘‘tax paid.’’ The 
parties cannot by their agreement change the incidence of local taxes. The 
Court specifically overruled the erroneous thinking of the lower courts when 
it said it is ‘‘misleading to speak of real estate taxes as ‘applicable’ to the 
fractional part of a tax period following purchase. Such taxes are simply 
one form of raising revenue for the support of government. They are not 
like rent, nor are they paid for the privilege of occupying property for any 
given period of time.’’ 14 

The implications of the Supplee decision seem to be that a vendor may de- 
duct the real estate taxes levied against his property if prior to its sale there 
was a lien against it or the seller was personally liable for the tax. If the 
vendor were on a cash basis, he could deduct the tax only when it was paid; 
if he were on the accrual basis, he could deduct it in its entirety on the date 
on which it became a lien. The fact that the property is sold has no effect 
upon the deduction of the real estate taxes regardless of any agreement 
between the parties to the sale. 

Conflict arose as to whether the lien date or the assessment date was the 
crucial date when the taxes accrued and could be deducted. Every state has 


18 Magruder v. Supplee, supra note 10, at 398. 
14 Id. at 399. 
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its own local tax laws establishing who is responsible for real estate taxes 
and when payments are due. The manner of enforcing collection has no bear- 
ing on the accrual date. Rulings and decisions in various states have deter- 
mined that the date of accrual may be the date when personal liability 
attaches, the date when lien for taxes attaches, the assessment date, or the 
date when taxes are levied.!® In 1943 the Commissioner ruled that the assess- 
ment date was the accrual date.1° However, after the Kiel 17 case the Com- 
missioner revoked G.C.M. 23512 and issued a Revenue Ruling which con- 
sidered the lien date as the tax accrual date."* 

A striking example of how the law under the Supplee case was advan- 
tageously applied is seen in the Tax Court case of Simon J. Murphy Co.'® 
which was reversed by the Court of Appeals for the Sixth Cireuit.?° The 
stock of the Murphy corporation was owned by a tax-exempt foundation 
created by the stockholders of the corporation in 1949. The corporation busi- 
ness consisted of the operation of several office buildings in Detroit. Real es- 
tate taxes during the period in litigation were due and payable on January 
1, 1950. On January 1, 1950 the taxpayer, who was on an accrual basis, 
accrued the entire real estate taxes for the year 1950 and subsequently paid 
them. On January 11, 1950 the corporation surrendered all its assets to the 
tax-exempt foundation, effecting a complete liquidation. Because of the 
large deduction for real estate taxes, the taxpayer had a net operating loss 
for the period of operation for the 11 days in 1950. Carrying back the loss to 
prior profitable years created a substantial refund of federal income tax 
paid in prior years. 

The Tax Court upheld the Commissioner and allowed only 11/365ths of 
the tax to be deducted in 1950. The decision was based on the Commis- 
sioner’s right under section 45 of the 1939 Code to reflect income of each 
interrelated company more clearly.*1 The Court considered that the transfer 
to the tax-exempt foundation was different from a sale at arm’s length 
where a proration of the taxes would have been usual and would have left 
the taxpayer with a profit rather than a loss for 11 days. On appeal, the 
Court of Appeals for the Sixth Circuit reversed, citing the Supplee case: 
‘*But the rule in Magruder v. Supplee, supra, under which an accrued tax 
liability of the vendor of real estate can not be treated as a tax liability of 


15 See 5 CCH { 1449.0658 (1956) for a list of the various states and their local deter- 
minations as to when taxes accrue. 

16 G.C.M. 23512, 1943 Cum. Bun. 134. 

17 Kiel Properties, Inc., 24 T.C. 1113 (1955). 

18 Rev. Rul. 56-145, 1956-1 Cum. Buu. 612. See also Rev. Rul. 56-392, 1956 Int. Rev. 
Buu. No. 33, at 14. Cf. Asthmanefrin Co., 25 T.C. 1139 (1956), where it was held that 
Oregon ad valorem taxes accrue July when liens attach to the property. The owner of 
the property is entitled to a deduction regardless of when the assessment becomes final 
and regardless of whether the assessment antedates a change of ownership. 

19 22 T.C. 1341 (1954). 

20 Comm’r y. Simon J. Murphy Co., 231 F.2d 639 (6th Cir. 1956). 

21 Reg. 118, Sec. 39.45-1. ; 
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the vendee who later pays the tax, is not changed because the vendor is dis- 
solved or liquidated after the transfer.’’ 2? 

As a result of the Supplee and other cases referred to, the law regarding 
the deductibility and apportionment of real estate taxes was as follows: 

(a) Real property taxes could not be apportioned for income tax pur- 
poses and could be deducted only by the individual on whom imposed. 

(b) The individual against whom tax was assessed was determined by 
ownership of the property at the time the real estate taxes became a lien 
thereon, as designated by local statute. 

(c) Real property taxes accrued in a lump sum at a fixed and single 
point of time. Thus, if a vendor on a cash basis sold property after the lien 
date and before the tax payment date, the vendee would not be entitled to a 
deduction for any part of the tax because he was not the owner on the lien 
date; the vendor would be able to deduct the entire amount on the theory 
that the vendee paid it for his account. The amount of the tax would be an 
additional cost of the property to the vendee. 


CHANGES UNDER THE 1954 CopE 


Before discussing the apportionment of real property taxes where sec- 
tion 164(d) is applicable, a comment on section 164(a) is appropriate. This 
latter section is comparable to section 23(¢) of the 1939 Code and states, 
‘*Eixcept as otherwise provided in this section, there shall be allowed as a 
deduction taxes paid or accrued within the taxable year.’’ 

In the ordinary circumstances, a cash basis taxpayer, regardless of when 
the tax becomes a lien under local property law, may take a deduction only 
when he pays the tax and has not sold the property. An accrual basis tax- 
payer has an election under the new Code. He may either take the deduction 
when the tax becomes a lien, at which time under the Supplee case it accrues 
in a lump sum, or he may elect under section 461(¢c) to prorate the taxes 
in equal amounts over the property tax year.?® The election does not apply 
to any taxes allowable as a deduction under the 1939 Code for any taxable 
year before January 1, 1954. The new method was made elective so as to 
prevent any hardship in instances where a shift to the new accrual method 
might leave 1954 without a tax deduction because the 1954 property tax 
was deductible in 1953 under the old method. For 1954 the taxpayer could 
elect without obtaining permission from the Commissioner; after 1954 he 
must apply for permission. 

It can be readily seen that if a taxpayer does not elect to accrue ratably 
under section 461(c) the tax will continue to be treated as accruing at some 
definite moment determined by local law. Thus, all the existing uncertainties 
and variations arising out of the character of local law will continue if the 
taxpayer does not elect. Time and practice will tell whether section 461(c) 
is another rule in the tax structure which will be of benefit to a very few, 


22 Comm’r vy. Simon J. Murphy Co., supra note 20, at 645. 
28 Proposed Reg. Sec. 1.461-1(c) (1956). 
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or whether the rules in this area will be of uniform and universal applica- 
tion, thereby relieving property owners of some of the guesswork they have 
endured in the past. 

Section 164(d)(1). This section was enacted in order to provide the pur- 
chaser and seller of real estate a definitive guide in regard to the apportion- 
ment of real estate taxes. The section has a dual function in that it provides 
for a method of allocation of taxes between parties to the sale of real prop- 
erty, and it limits the deduction each may take for taxes to the portion as 
computed. 

Thus, the tax is prorated between the seller and buyer by allocating the 
real estate taxes over the real property year in which the respective parties 
held the property. The seller is entitled to a deduction for his allocable 
share of the taxes up to but not including the day of the sale. The buyer is 
entitled to a deduction for his allocable share of the taxes from the day of 
sale. It should be noted that regardless of any agreement between the seller 
and purchaser of the property regarding the allocation of real property 
taxes, the taxes must be apportioned as stated in section 164(d). The taxes 
deemed paid by the seller will not be considered part of the selling price, 
and the taxes apportioned to the buyer shall not be capitalized as part of 
the cost of the property but shall be deducted as a tax under section 164. Of 
course, if the buyer elects to capitalize under section 266 (relating to the 
capitalization of certain carrying charges) he may do so notwithstanding 
section 164(d). 

To illustrate, S is the seller and B the buyer. Taxes for the real property 
year July 1, 1956 to June 30, 1957 become payable and a lien arises by 
reason of local property law on January 1, 1957. S sells the property to B 
on September 30, 1956. The amount of taxes are $3,650. B pays the taxes as 
they fall due. If S and B are on a cash basis, § will deduct $910 as his share 
of the taxes, and B will deduct $2,740 as his share. S held the property from 
July 1, for the tax year, until September 29, the day before the sale, or 91 
days. Nine hundred and ten dollars is 91/365ths, and the complementary 
amount, $2,740, or 274/365ths, is deductible by B. Under section 23(¢c) of 


, the 1939 Code S would have had no deduction for the taxes and B would 


have deducted the entire $3,650. This example is the usual case, reflecting 
the terms of the closing agreement of the parties, and the usual way business 
men would apportion the taxes due between the two parties. 

If S was on a cash basis and B was on an accrual basis, assume B elects 
under section 461(¢) to accrue taxes ratably each month. B’s taxable year— 
his reporting year for income tax purposes—ended on December 31, 1956. 
For the income tax year ended December 31, 1956, B will be allowed to de- 
duct and accrue $930 for real estate taxes (from September 30, 1956 to De- 
cember 31, 1956). On January 1, 1957 B will accrue $1,810 ($3,650 minus 
$1,840) and will carry this item as an asset in the nature of a deferred 
charge to be written off over the following six months. On July 1, 1957 he 
will start accruing again on a monthly basis. 
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Suppose in the above example S’s taxable year for federal income tax 
purposes also ends on December 31, 1956. B is on a cash basis and is allowed 
to deduct items in the year in which they are paid. As of December 31, 1956 
the real estate taxes were not due and have not been paid. Is S entitled to 
the deduction for his share of the tax as allocated under section 164(d) ? Is 
S entitled to an additional deduction for the amount he paid in January, 
1956 for taxes for the year July 1, 1955 to June 30, 1956? The answer is yes 
in both instances. Assuming the amount of taxes is the same in the real 
property tax years ending June 30, 1956 and June 30, 1957, 1.e., $3,650, S 
would be entitled to a deduction of $3,650 and $910 in his tax return for the 
year ended December 31, 1956. This indicates how strategic timing of a 
sale and payment for real estate can create considerable tax savings. 

It is important to note that the taxes are apportioned over the ‘‘real prop- 
erty tax year’’ as stated in section 164(d) (1). There is no certain method 
of determining the real property tax year because it is fixed in each case 
by the law of the situs of the property. The Regulations define the real 
property tax year as the period which, under the law imposing the tax, is 
regarded as the period to which the tax imposed relates. The time when the 
tax rate is determined, the time when the assessment is made, the time when 
the tax becomes a lien, and the time when the tax becomes due or delin- 
quent do not necessarily determine the real property tax year.** The method 
used by the parties to the sale as to allocation of the taxes is disregarded 
in determining what the real property tax year is. Where one or more local 
governmental units (the state, the village, the town, etc.) impose a tax on 
real property, the real property tax year for each tax must be determined 
for purposes of apportioning the taxes under section 164(d) (1). 

For example, the real property tax year ends December 31, 1956; taxes 
become a lien on November 1, 1955, the preceding year. On November 15, 
1955 S sells to B. B does not sell the property in 1956. S does not get a de- 
duction for his proportion of taxes; he cannot deduct in 1955 any part of 
the tax for the real property year of 1956, even though the lien accrued 
while he was the owner of the property. B receives the benefit of all of 1956 
‘‘real property tax year’’ taxes. S may take a deduction for his pro rata 
share of the taxes which were a lien in 1954 for the 1955 real property tax 
year—318/365ths for January 1, 1955 to November 14, 1955. For 1955 B 
takes a deduction of 47/365ths for November 15, 1955 to December 31, 1955. 
The above assumes, of course, that S and B file their returns on a calendar 
year basis and pay or accrue taxes when they are due. 

Special rules. Ordinarily, a cash basis taxpayer may deduct real property 
taxes only in the year in which they are paid. An exception is provided, 
however, for taxes of the real property tax year in which a sale occurs. 
Where the seller is on a cash basis and the buyer is liable for the tax under 
state law, the seller is treated as having paid his pro rata share of the tax 
on the date of sale. If the buyer is on a cash basis and under state law the 


24 Proposed Reg. See. 1.164-6(¢) (1957). 
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seller is liable for the tax, the buyer is considered as having paid his pro 
rata share of the tax on the date of sale. If neither buyer nor seller is liable 
for the real property tax under state law, the party who holds the property 
at the time when the tax lien attaches is considered to be liable.?* 

Section 164(d)(2)(A) applies to a purchaser only when the tax is pay- 
able prior to the sale. In addition, if the tax is payable before the sale but 
has not been paid, section 164(d)(2)(A) does not apply to any purchaser 
who does not pay the tax. 

Thus, S and B are both on a cash basis. The real property tax year ends 
December 31, 1956; taxes become a personal liability on June 30, 1956 and 
are payable September 30, 1956. S sells the property to B on May 31, 1956. 
How are the taxes to be apportioned and when are they deductible? S may 
deduct 150/365ths of the tax for January 1 to May 30, and B will get a de- 
duction for 215/365ths for May 31 to December 31. S will take his deduc- 
tion as of May 31, the date of sale, because the ‘‘other party’’ was liable for 
the taxes and section 164(d) (2) (A) will apply. B, however, will be allowed 
a deduction only when he pays the taxes, as determined under section 164 
(d) (1). 

As illustrated in the Regulations a series of sales of the same property 
will entail the application of a procedure similar to the above. Where the 
original property owner pays the taxes for the year, let us say, in April, and 
the property is sold again in June and then again in September, each subse- 
quent purchaser is entitled to take the deduction for his allocable share of 
the taxes as of the date of sale. 

Where the taxpayer has deducted the full amount of real property taxes 
under the 1939 Code in a period prior to the sale, the excess of the amount 
deducted over the portion treated as imposed on him shall be included in 
his gross income for the taxable year of the sale, subject to the provisions of 
section 111, regarding and limiting the amount excluded as a deduction in 
prior years. As an illustration, assume the taxpayer is on a cash basis and 
reports on a calendar year basis. The real property tax year ends December 
31, 1955. Taxes were due and payable and were paid on November 30, 1954 
for the year 1955. On his tax return for 1954 the taxpayer deducts the 
entire tax which he had paid. The property is sold on June 30, 1955. Accord- 
ing to section 164(d) the taxpayer is entitled to a deduction of 180/365ths 
of the tax for January 1, 1955 to June 29, 1955. The excess over 180/365ths 
of the tax deducted in 1954 must be reported as gross income in the tax- 
payer’s 1955 tax return, subject to section 111. 

Apparently the taxpayer may not amend his return for the prior year to 
reflect the proper deduction but must report the excess amount as income in 
the year of the sale. This gives the taxpayer an opportunity for some tax 
planning before a sale of real property. For instance, if the property in the 
above situation were sold on March 1, 1955, and the taxpayer knew before 
he filed his 1954 tax return exactly what his deduction for taxes under sec- 


25 LR.C. § 164(a) (2) (A) (1954). 
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tion 164(d) should be, he could conceivably deduct only the proper amount 
in 1954, assuming he is in the lower brackets, and would not have to pick up 
the additional income in 1955 when he may be in a higher bracket. Of 
course, if the converse is true and 1954 is a good year and the taxpayer 
could use additional deductions, the taxpayer, anticipating that 1955 will 
be worse than 1954, could proceed as the taxpayer in the example did. 

A further illustration, taken from the Regulations, would be helpful in 
clarifying the situation. The real property tax year ends December 31, 1955. 
Taxes are a personal liability of the owner on January 1, 1955 and are pay- 
able July 1, 1955 for the current year. On May 1, 1955 A sells the property 
to B, who reports his income tax on the fiscal year ended July 31, 1955. 
On July 1, 1955 B pays the real estate tax then due. On November 1, 1955 
B sells the property to C. On his tax return for the fiscal year ended July 
31, 1955, B takes a deduction for real estate taxes of 245/365ths (for the 
period May 1 to December 31). B, however, was entitled to deduct only 
184/365ths of the tax (for May 1 to September 30). Therefore, B will have 
to include as income 61/365ths of the real property tax (245/365ths minus 
184/365ths) in his tax return for the fiscal year ended July 31, 1956. 

Where property is sold and the seller or the purchaser computes his tax 
on an accrual basis and either one does not elect to accrue taxes under sec- 
tion 461(c), he is treated as if the Supplee decision were still applicable. 
However, in order to eliminate inequities where a taxpayer may not be able 
to take any deduction because of his method of accounting, section 164(d) 
(2)(D) provides that the portion of any tax which is treated as imposed 
on the taxpayer and which may not be deducted by him for any taxable 
year by reason of his method of accounting shall be treated as having 
accrued on the date of sale. 

To clarify, assume the real property tax year ends December 31, 1956. 
There is no personal liability for the taxes, but taxes are assessed November 
30, 1956 and are payable on that date. S is on an accrual basis but has not 
elected to accrue taxes under section 461(c). The property is sold June 30, 
1956. What may S deduct for his share of the taxes and as of what date is 
it accrued? Because of S’s method of accrual accounting, he ordinarily 
could not deduct any part of the tax for 1956 because he sold the property 
prior to November 30, the date when he could have accrued it. Under section 
164(d)(1) 180/365ths of the 1956 tax for January 1 to June 29 is con- 
sidered imposed on S, and under section 164(d)(2)(D) the tax is con- 
sidered accrued as of June 30, 1956 and is deductible by S as of that time. 


CoNCLUSION 


The new provisions of section 164(d) provide only a partial answer to 
the problem of apportioning real estate taxes among the parties to the sale 
of real property. The most serious defect seems to be that the law can be 
applied only where property is ‘‘sold.’’ At this writing it is difficult to per- 
ceive whether these provisions will be extended to apply to other common 
forms of real property conveyance. There are certain such transactions not 
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presently covered by section 164(d) where its application would obviate 
some of the difficulties encountered before its enactment. For instance, 
where a testamentary trustee, who has legal title to the property, has to con- 
vey the property to the beneficiaries after a certain period or upon the hap- 
pening of a certain event as stated in the testator’s will, it would seem quite 
equitable to have the real estate taxes, whether paid by the trustee or the 
beneficiary, allocated under section 164(d). This would be especially de- 
sirable where life beneficiaries and remaindermen are involved. The mechan- 
ics are simple enough, but neither the law nor the Regulations consider this 
type of transaction as a sale, which, of course, it is not. 

A perfect example of the inherent difficulty in the extension of section 
164(d) is the assumption by the Court in its dictum in the Simon J. Murphy 
Co.*® case. The Court of Appeals for the Sixth Circuit seems to consider 
that the problem in the Murphy case was eliminated by the new Code and 
that the dilemma of apportionment has been forever settled. But has it? Is a 
liquidation in kind to stockholders to be treated as a sale under section 
164(d)? The corporation which distributes its assets merely gets back its 
own shares of stock which are only evidence of the shareholders’ ownership 
of corporate assets. These are not ‘‘assets’’ in the hands of the liquidating 
corporation; it can do nothing but cancel them. This type of liquidation 
could not be considered a sale. Therefore section 164(d) would not apply 
and Magruder v. Supplee would govern. A similar problem might arise 
where a corporation is merged or reorganized and real estate is one of the 
assets involved. 

A peculiar situation would seem to arise upon the application of section 
164(d) to the sale of property where the tenant has a net lease and pays all 
real estate taxes. Assume the tenant pays the taxes on January 1, 1956 for 
the real property tax year ending December 31, 1956. The property is sold 
by S on July 1, 1956 to B. B must, under a literal interpretation of the 
mandatory provisions of section 164(d), deduct 184/365ths of the taxes 
(paid by the lessee) which the lessee is entitled to deduct as part of his 
rent, an ordinary and necessary business expense. This allows the lessee, 
who is not a party to the sale, a deduction in full for the taxes-rent he pays 
and allows B a deduction for taxes for the proportionate part of the year 
he owned the property. The Regulations state that no deduction is allowed 
for taxes on real property to the extent that they are imposed on another 
taxpayer or are treated as imposed on another taxpayer under section 
164(d).27 This would not seem to affect the situation stated above. The 
double deduction should not be allowed, but the Commissioner will appar- 
ently have to rely on other sections to justify its disallowance. 

Section 164(d) might create complications also where a conditional sale 
of real estate occurs. No title vests in the purchaser, and no deed is de- 
livered until final payment of the purchase price. Must the parties allocate 


26 22 T.C, 1341 (1954). 
27 Proposed Reg. Sec. 1.164-6(a) (1957). 
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taxes under section 164(d) where the seller has paid them, or does Supplee 
apply? The answer depends upon a factual determination under state or 
local law as to whom the taxes were ‘‘imposed’’ upon. But let us assume 
further that the conditional buyer holds the property for a while and pays 
the real estate taxes when they are due in order to protect his equitable 
interest in the property; that later the buyer breaches the conditional sale 
contract and the seller repossesses. Is the seller entitled to any deduction 
for taxes paid by the conditional buyer? Probably not, because there has 
been no sale from the buyer back to the seller, but merely a reentry by the 
seller. 

No matter how expertly and carefully statutes are drafted, innumerable 
situations are certain to arise where the courts must decide conflicts between 
the taxpayer and the Commissioner. The field of conflict under section 
164(d) however, seems to be narrowed down to the question of what trans- 
actions would constitute a ‘‘sale’’ and whether or not section 164(d) should 
apply. As far as they go, the Regulations are well written and lend them- 
selves to comparatively simple application. There have been no court de- 
cisions under this section of the new Code, but in this day of skyrocketing 
real estate prices and increasing real estate taxes, plus the tremendous 
activity in real estate due to the boom in industrial and home building, it 
should not be long before many of the presently existing uncertainties are 
definitely resolved. —ALLAN T. CAaNNON* 


* Certified Public Accountant in New York City. 
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